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The increasing emphasis on income taxation and the extensive 
use that has been made of this form of taxation during the past 
ten or twelve years have brought into sharp relief many problems 
of economic theory and of legal practice, as well as others of a 
practical administrative nature. One of the most perplexing of the 
theoretical questions involves the definition of income. Prior to 
the recent interest in the income tax, the concept of income had 
been discussed by economists, but no special importance had at- 
tached to their treatment outside the realm of economic theory. 
Everyone has an idea of what is meant by income, in the practical 
sense, but the popular conception of the term quickly proved in- 
adequate for the refinements of the income tax. In fact, it soon 
became doubtful if the economists themselves had sufficiently ex- 
plored all the ramifications of this concept, for there is nowhere to 
be found, in the treatises on economic theory, a statement of the 
income concept that is entirely adequate for tax purposes. No one 
could possibly foresee, either, the very great administrative diffi- 
culties which the practice of income taxation was to bring forth. 
The draftsmen who have written the income-tax laws have avoid- 
ed a direct issue with many theoretical problems, and have no- 
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where undertaken, in these laws, a complete and comprehensive 
definition of income per se. The typical income-tax law merely 
enumerates certain forms of receipt and gain which are declared, 
for the purposes of the tax in question, to be income; and it always 
designates certain other forms of receipt which, for one reason or 
another, are specifically to be excluded from the category of in- 
come, or which are to be authorized as deductions from gross in- 
come in arriving at the taxable net income. 

This evasion of fundamental problems is no doubt proper, 
since the task of drafting an intelligible and workable law is in 
itself a sufficiently large order, without being further complicated 
by the necessity of expounding, in the process, a complete or con- 
sistent theory regarding the subject-matter. Yet it is impossible 
wholly to escape theories and principles, and no law was ever 
drafted that did not embody good, bad, or indifferent notions re- 
garding economics, jurisprudence, justice, or what not, according 
to the subject-matter. So it has been with income-tax legislation. 
While there has been no deliberate attempt to formulate, through 
the tax statutes, a concept of income, certain notions regarding 
income have gained general acceptance in these laws. 

We shall deal here with an illustrative case of the way in which 
our views concerning the nature of income have influenced the de- 
tails of income-tax policy and procedure. Specifically, this is the 
practice, authorized within limits by the federal law and by a 
number of state laws, of allowing the individual taxpayer to de- 
duct from his gross income the amounts received as dividends from 
corporations which are also subject to a tax based on net income. 
The deduction appears at first thought to be perfectly proper and 
reasonable, but its use raises some important and puzzling ques- 
tions regarding the nature and scope of the income tax, as well as 
of the relation of the stockholder to the corporation. We shall 
proceed to a discussion of some of these questions after presenting 
a summary of the deduction provisions to be found in existing 
American income-tax legislation. 

The dividend exemption provisions of the federal law are famil- 
iar to all. Among others, the following credit is allowed to individ- 
uals, for the purposes of the normal tax only: 
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SECTION 216. (a) The amount received as dividends (1) from a domestic 
corporation other than a corporation entitled to the benefits of section 262, 
and other than a corporation organized under the China Trade Act of 1922, 
or (2) from a foreign corporation when it is shown to the satisfaction of the 
Commissioner that more than 50 per cent of the gross income of such foreign 
corporation for the three-year period ending with the close of the taxable year 
preceding the declaration of such dividends (or for such part of such period 
as the corporation has been in existence) was derived from sources within the 
United States as determined under the provisions of section 217. 

Section 234, part (a), paragraph (6), authorizes, in similar 
terms, a deduction of dividends by corporations in determining 
net income, although foreign corporations are permitted to take 
advantage of this, as of the other deductions permitted by section 
234, only to the extent that these are connected with incomes from 
sources within the United States. 

At the present time there are nine states in which a tax is im- 
posed on individual incomes, and in which may also be found either 
an income tax applicable to corporations, or some other system of 
corporate taxation based on net income. We include Oregon in 
our account, although this state’s income-tax law was repealed by 
referendum in the 1924 election. From the standpoint of the de- 
tailed procedure in dealing with dividends, three distinct methods 
may be discerned. 

The first method, which is to refuse the deduction privilege, is 
found at the present time only in New York. This state is levying 
a personal income tax on the entire net income of resident individ- 
uals from all sources, and on certain incomes received by non- 
residents. Manufacturing and mercantile corporations doing busi- 
ness in the state are subject to a franchise tax, based on the net 
income received from the business done within the state. Two 
exceptions have recently been made to the general rule respecting 
dividends. One of these excludes from gross income the following: 


h) Income received during the taxable year as dividends from a corpora- 
tion on which such corporation has already paid or is liable by assessment to 
pay a tax pursuant to article nine-a of this chapter; provided that such cor- 
poration has not more than five stockholders, that its capital stock is not a ma- 
terial income-producing factor, but that its income is to be ascribed primarily 
to the activities of the principal stockholders who are themselves regularly 
engaged in the active conduct of the affairs of the corporation and that the 


* The quotation follows the text of the Federal Revenue Act of 1924. 
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total sum paid by it to elected officers is not more than fifteen per centum of 
its entire net income as determined pursuant to said article nine-a; provided 
the taxpayer in his return show the facts with respect to the nature of the 
corporation and its liability under article nine-a of this chapter. 

The tax referred to here is the franchise tax based on net in- 
come, and the deduction privilege obviously applies to dividends 
received from a restricted group of personal-service corporations. 

The second exception was the exclusion from income subject 
to the income tax of bank dividends and of income received by 
persons other than banking corporations from “‘moneyed capital”’ 
used in competition with national banks.? This was one of the 
changes in bank taxation which were made necessary by the bank- 
tax decisions and the subsequent amendment of the federal statute 
(United States Revised Statutes, section 5219). 

The second method of dealing with dividends is to permit the 
recipients to deduct them when received from corporations which 
are also subject to the state tax on incomes, whether the latter is 
designated an income tax or a business tax. The states which use 
this method are Massachusetts, Mississippi, Missouri, North 
Carolina, North Dakota, South Carolina, Virginia, and Wisconsin. 

The Massachusetts dividend deduction provisions are rather 
complicated. This state does not levy a personal income tax, as 
we now use this term. Rather, the tax is on incomes from certain 
specific sources, it being understood that this tax is a definite 
substitution for the earlier method of taxing certain classes of in- 
tangibles as personal property. The tax is imposed at flat rates 
which vary according to the forms of gain or income taxed. From 
such income as consists of interest and dividends, which is taxable 
at 6 per cent, the taxpayer may deduct: 

a) dividends received from domestic corporations, and from such for- 
eign corporations as are subject to the excise tax; 

b) dividends on shares in partnership associations or trusts, the benefi- 
cial interest of which is represented by transferable shares, provided that the 
property of such organizations consists exclusively of one or more of the 
following forms: 


1) real estate, wherever situated; 
2) stocks of corporations paying Massachusetts franchise taxes; 
* Laws of New York, 1921, chap. 625. The above extract became a part of sec- 


tion 359 of the income-tax law. 
* Laws of New York, 1923, chap. 897. 
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3) bonds, notes, loans, etc., secured by real estate, the income of 
which is exempted by this act; 
4) property, the income of which would be taxable if owned by an 
inhabitant of the commonwealth; 
5) shares in partnerships, associations and trusts, the dividends of 
which are exempt under this act; 

c) dividends of partnerships, associations and trusts, provided proof is 
furnished that two-thirds of their taxable property is located within the state, 
and the remainder, if any, is taxed where located. 

Partnerships and trusts, the dividends of which are thus ex- 
empted to the individual recipients, are required, in Massachu- 
setts, to pay the tax of 6 per cent on the income from any property 
the income from which would be taxed if received by an inhabitant 
of the commonwealth. In order for the holders of shares in part- 
nerships and trusts to secure the deductions mentioned above, the 
officials of the organization must file an agreement with the tax 
commissioner to pay the 6 per cent tax on all taxable income, as 
noted in the foregoing, and in addition, that imposed by section 5 
of the income-tax act—the tax on business income. 

The income from business, which is defined to include trades, 
professions, occupations, and employment, is also taxed in Massa- 
chusetts, at still another rate, while corporations, domestic and 
foreign, are subject to an excise tax which is based partly on net 
income and partly on the corporate excess. 

The income taxes of the other states which permit deduction 
of dividends are of the same general type, although the details of 
the deduction provisions differ somewhat. The South Carolina 
law, being an enactment for the state of the income-tax portion 
of the federal Revenue Act of 1921, naturally follows that law on 
this point. The Wisconsin law, which is identical for individuals 
and for corporations, authorizes the following deduction from 
gross income: 

Dividends or income received within the year from stocks or interest in 
any corporation, joint stock company or association, the income of which 
shall have been assessed under the provisions of this act; provided that when 
only a part of the income of the corporation, joint stock company or associa- 
tion from which such dividend was received shall have been assessed under 
this act only a corresponding part of such dividend or income shall be deduct- 
ed; provided, further, that such corporation, joint stock company or associa- 


* Laws of Massachusetts, 1916, chap. 269. 
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tion report the name and address of each person owning stocks or having such 
interest and the amount of dividends or income paid such person during the 
assessment year." 

The Wisconsin law has served as the general model for vari- 
ous other states, but no other has copied the last proviso of the 
above passage, requiring the names and addresses of persons re- 
ceiving the_dividends. Such information could doubtless be re- 
quired, under general provisions for information at the source. 
Except for this, the deduction provisions of the North Carolina 
and Virginia laws are identical with that of Wisconsin. North 
Dakota, Missouri, and Mississippi have omitted the partial-de- 
duction proviso, and authorize deduction by individuals of all 
dividends received from corporations subject to the law. 

With respect to corporations, however, North Dakota and 
Mississippi are the only states other than Wisconsin to extend 
specific authorization for the deduction of dividends received by 
taxable corporations from other corporations subject to the act. 
The Missouri law requires domestic corporations to pay the tax 
on their total net income from all sources, without authorizing de- 
duction of dividends received from other corporations subject to 
the act, although individuals are accorded the deduction privilege. 
Foreign corporations are specifically required to report as taxable 
income the dividends received from other corporations subject to 
the tax. 

The Mississippi income-tax act of 1924 is somewhat confused 
on the subject of dividend deductions.’ According to section 11, 
subdivision (6), paragraph (8), there is expressly excluded from 
the return of gross income to be made by resident individuals and 
by domestic corporations, the following: 


Income received during the taxable year as dividends from a corporation 
on which such corporation has already paid or is liable by assessment to pay 
a tax pursuant to this act, or dividends from a national bank or state bank 
organized under the laws of the state of Mississippi. 


Section 14 then allows to the above classes of taxpayers, among 


others, the following credits: 
(a) The amount received as dividends from domestic corporations; 
(6) The amount received as dividends from foreign corporations when it 
* Wisconsin Statutes, 1923, section 7103, subdivision (5). 
2 Laws of Mississippi, 1924, House Bill 400. 
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is shown to the satisfaction of the commissioner that more than fifty per 
centum of the gross income of the foreign corporation for the three-year 
period ending with the close of the taxable year preceding the declaration of 
such dividend, was derived from sources within the State as defined in this 
act, provided that such corporation has paid an income tax under this act. 


There is no point, of course, in authorizing a credit of divi- 
dends unless the amount so credited has been included in gross 
income. The probable intention of this clumsy wording was to 
make doubly certain that dividends received from corporations 
subject to the act would not be taxed to the recipients. Finally, 
in section 15, there is an enumeration of the items to be included 
in the return of gross income of foreign corporations, non-resi- 
dents, and citizens of foreign countries. It includes, among other 
things, the following: 

.... the amount received as dividends from domestic corporations 
(other than national banks or banks and trust companies organized under the 
laws of the State of Mississippi, provided, income from money loaned by non- 
residents or foreign corporations or citizens of a foreign country shall not be 
included as taxable income) or from foreign corporations of which more than 
fifty per centum of whose gross income was derived from sources within the 
state;.... 

The third method of handling the dividend deduction is to 
permit the corporation to deduct dividends paid to residents from 
their own return of net income before computing the tax. This 
plan was employed in the defunct Oregon income tax and is men- 
tioned here because of its originality, notwithstanding the fact 
that the act is not now in effect. The following extract gives the 
language of the deduction provision: 


Provided, however, that any dividend declared and paid by a resident 
corporation to residents of the State of Oregon from its net income for any 
income year, on or before thirty days after the expiration thereof, shall be 
deducted from the net income of such corporation before the imposition of 
the tax thereon; and provided, further, that any dividends declared and paid 
by a non-resident corporation to residents of this state from its net income for 
any income year, on or before thirty days after the expiration thereof, shal] 
be deducted from the net income of such non-resident corporation before the 
imposition of the tax thereon." 


This summary indicates that it is now the rule to permit 
deduction of dividends from the income of individual recipients 
when the distributing corporations are also taxed on net income. 


* Laws of Oregon, 1923, chap. 279. 
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New York does not follow this rule, but it may be said that New 
York does not levy an income tax on corporations. The tax on 
general business corporations in that state is imposed as a fran- 
chise tax, not as an income tax, although the basis of the tax is 
the net income derived from business done within the state. Even 
in New York, however, deduction is now permitted of dividends 
paid by personal-service corporations, themselves subject to the 
franchise tax, the income of which is the result of the personal 
activities of the members, unaided in any material degree by 
capital. This arrangement has the flavor of greater leniency to- 
ward earned as against unearned incomes. The unique Oregon 
provision was inspired by the same motive as that which was 
operative in the other states, although the practical effects of the 
plan are obviously different. 

These provisions present a very neat dilemma—to deduct or 
not to deduct! Since the advocates of deduction have so nearly 
complete possession of the field, so far as concerns existing legisla- 
tion, it may seem a futile task to question the wisdom of the 
policy. So, indeed, it may be as regards any positive influence on 
the course of events. The subject has received but little attention 


in income-tax discussion, although the deduction policy has been 
warmly upheld in a recently published document in which the 
New York practice was characterized, by direct implication, as 


BBS a 


“fallacious and perversive. 

The matter is not so readily disposed of, however. We are 
still confronted by some troublesome questions concerning the 
true nature of the personal income tax as distinguished from busi- 
ness taxes, as well as by some very peculiar inconsistencies in the 
laws which authorize the deduction. These questions may be ap- 
proached most directly by examining the theories or assumptions 
upon which the deduction of dividends is supposed to rest, in so 
far as any deliberate theorizing has played a part in their formula- 
tion. There has been little enough of the latter, in all probability. 
The Wisconsin law of 1911 contained the deduction provision 
quoted above, and the appearance in some of the other laws of 


* The Tax Problem in Wisconsin, issued by the National Industrial Conference 
Board (New York, 1924). 
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substantially similar language may be set down, in no small de- 
gree, to legislative imitation. 

Two distinct theories or assumptions seem to be involved here, 
which appear to be as diametrically opposed to each other as the 
deduction practice of New York is different from that of Wiscon- 
sin. We venture the following statement of these opposed view- 
points regarding the nature of income and the character of the in- 
come-tax obligation. The deduction provision, which for conven- 
ience we shall label the “Wisconsin plan,” rests apparently on the 
assumption that the different forms or species of income can be 
definitely earmarked or identified, as they pass from one recipient 
to another. Hence, having served while it was yet net income in 
the possession of the original recipient—the corporation—as the 
basis or measure of a tax, distributed corporate net income should 
not be merged, in the hands of the next recipient —the stockholder 
—with the other parts of his income in arriving at the true meas- 
ure of his taxable capacity. As will be seen presently, the Wiscon- 
sin courts have rejected this theory, in so far as they have been 
able to do so and yet construe and apply the plain provisions of 
the Wisconsin income-tax law relating to dividends. 

The denial of the deduction to the individual, which we shall 
call the “New York plan,” on the other hand, evidently rests on 
the assumption that no definite identification of specific forms of 
income is possible. The income which one person receives as 
dividends on stocks becomes next, it may be, wages and salaries 
of personal and domestic servants, in the next stage profits to mer- 
chants, and so on indefinitely. No part of the social income re- 
mains permanently and definitely tagged as interest, rent, or divi- 
dends. The charges against this income, whether of taxes or any 
other sort, cannot logically be carried forward to a subsequent 
stage as a valid basis for a specific tax exemption. The stream of 
social income may be used to turn more than one tax wheel. The 
corporate net income serves as the basis or measure of the tax 
obligation of the corporation as a taxpayer. When distributed to 
the stockholders and merged, in their possession, with all manner 
of receipts from widely varied sources and activities, the identity 
of this net income disappears, and we are justified in requiring the 
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inclusion of dividends with all other receipts in determining the 
individual’s personal income-tax obligation. According to the one 
view, the tax on corporate net income is in lieu of the tax on the 
individual’s dividend income; while in the other, the taxes that 
happen to be levied on the corporation, although they are meas- 
ured by net income, cannot be accepted as a satisfactory dis- 
charge of the individual’s personal tax obligation with respect 
even to this part of his income. 

In this opposition of viewpoints there seems to be a certain con- 
fusion of thought, first, concerning the distinction between the 
problem of the identity of income as it passes from hand to hand, 
and the other, different matter of the identity of interest between 
the stockholders and the corporation; and second, concerning the 
true character of the modern personal income tax. 

Although we encounter the first of these difficulties at various 
points in our tax laws, it seldom causes as much trouble as in the 
case of the income tax. Thus, it is generally recognized that the 
taxes on land will be paid by the land-owner out of the income 
from the land (unless the latter is for the time being out of pro- 
ductive use). The normal source of all land taxes, whether levied 
on the capital or on the rental value of the land, is the income there- 
from. It has been contended by some that the simultaneous levy of 
a property tax and an income tax is improper double taxation. Yet 
Massachusetts is the only state which does not tax the income de- 
rived from real estate that is already subject to property taxation. 
It will be recalled, however, that in this state the income tax is not 
used as a personal tax, but rather as a definite substitute for the 
former taxes on certain kinds of property, which accounts for this 
policy. Every*other income-tax state taxes the rent of land as in- 
come regardless of the taxes which may be imposed on the land as 
property, although, as we have pointed out, the normal source of 
the latter taxes is also the income from the land. Wisconsin per- 
mits the owner of taxable tangible personal property to present 
his personal-property tax receipts in payment of the personal in- 
come tax, regardless of the source of the income which is being 
taxed. This kind of discrimination among property-owners is 
wholly without justification in a personal income tax. 
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Again, the money which a person pays to his dentist, surgeon, 
or lawyer for purely personal and professional services comes out 
of his income, and no income-tax law yet written permits deduc- 
tion of such expenditures in determining net income for tax pur- 
poses. Each of us, as a matter of course, is taxed on that part of our 
income which is spent on such personal matters as doctor’s bills, 
since these expenditures are required to be included in net income 
while the tax is being computed. It would be obviously absurd, 
however, for a doctor or lawyer to claim income-tax exemption on 
the ground that his clients had already paid a tax on the income 
which he had received from them in payment for services rend- 
ered. 

Nevertheless, there is a certain identity of interest between 
the stockholder’s investment and the corporate assets and earning 
power. The former must get an adequate return or the flow of 
investment funds will be checked. If corporation taxes become 
too heavy, the yield of stock investments declines, and the invest- 
ment process dwindles. This result may be produced, however, 
by any kind of tax imposed with sufficient weight on corporate 
enterprise. The capital-stock tax, for example, could be made so 
heavy as to depress dividends, but the mere fact that it, too, is 
paid from the corporate income does not constitute, in any one’s 
mind, a valid reason for exempting dividends as income to the 
recipient. It is necessary to distinguish between the effects of 
heavy corporation taxes of any sort on the attitude of investors, 
and the other matter of the transmigration of income in a suffi- 
ciently fixed and definite form to justify deduction of dividends 
in determining the net taxable income of the recipients. 

In a way, we are dealing here with the problem of separate 
corporate identity. This legal doctrine is very useful and impor- 
tant in certain aspects of the corporate existence, such as the 
liability for debts and the title to property. In the field of taxation 
we have judicial precedents both for sustaining the doctrine of 
separate entity and for disregarding it." If we take the former 

* Cf. the very able discussion of this problem by Arthur A. Ballantine, in his 
paper, “Corporate Personality in Income Taxation,”’ Harvard Law Review, XXXIV 
(April, 1921), 573 
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position, which is the view ordinarily accepted by the United 
States Supreme Court, we have valid ground for regarding the 
corporation as a taxable subject, quite separate and distinct from 
the individual stockholders, and the “New York plan” of dealing 
with dividends is justifiable. If, however, we brush aside the 
theory of separate entity and regard the corporation simply as an 
association of natural persons, we are confronted by the logical 
necessity of taxing to these persons—the stockholders—all of the 
corporate income, whether it is distributed to them as dividends 
or not. 

The federal revenue acts contain several instances of Congres- 
sional disregard for the theory of distinct corporate entity. One 
of the most striking of these is found in the series of provisions 
relating to the fraudulent use of the corporate form in order to 
escape the surtaxes. The act of 1913 contained the germ of these 
provisions, although there was at this time no suggestion of tax 
evasion in the phrasing. Dividends were exempted from the 
normal tax, but individuals were required to report, for purposes 
of the surtax, all dividends and, in addition, their respective shares 
of all undistributed corporate net earnings. Such undistributed 
profits were evidently thought of as belonging to the stockholders 
in a sufficiently real sense to warrant their taxation to the latter, 
but this could evidently be done only by regarding the corporate 
entity as a mere wraith. The act of 1916 required the stockholder 
to include, for purposes of the surtax, “the share to which he 
would be entitled of the gains and profits, if divided or distributed, 
whether divided or distributed or not, of all corporations, joint- 
stock companies or associations, or insurance companies, how- 
ever created or organized, formed or fraudulently availed of for 
the purpose of preventing the imposition of such tax (i.e., the sur- 
tax) through the medium of permitting such gains-and profits to 

* United States Statutes, XXXVIII, 166, section II, subdivision 2 (Income Tax 
of 1913). The origin of this provision may be traced to the Income Tax Act of June 
30, 1864 (United States Statutes, XIII, 13, 281). Section 117 of this act provided that 
“the gains and profits of all companies, whether incorporated or partnership, . . . . 
shall be included in estimating the annual gains, profits or income of any person en- 


titled to the same, whether divided or otherwise.” The United States Supreme Court 
sustained this provision in Collector vs. Hubbard (12 Wall. 1). 
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accumulate instead of being divided or distributed.’* This is the 
first suggestion that the reality of the corporate entity is to be dis- 
regarded when it becomes necessary to penalize tax evasion, and 
the Secretary of the Treasury was made the judge of whether 
earnings were being accumulated by any corporation in excess of 
the amount normally required in the business. 

Under the 1918 act, the stockholders of a corporation that had 
been formed or availed of for the purpose of preventing the im- 
position of surtax on its members through the medium of permit- 
ting its gains and profits to accumulate instead of being distribut- 
ed were to be taxed as were the stockholders of a personal-service 
corporation, that is, on their respective shares of the profits, 
whether distributed or not.? But the separate existence of the 
corporation was now recognized to the extent that the excess- 
profits tax was first to be deducted from such a corporation’s net 
income before the profits of the several stockholders were com- 
puted, although the regular corporation tax was not to be im- 
posed. 

The Revenue Act of 1921 moved still farther in the direction 
of recognizing the separate corporate entity, by imposing a penal- 
ty tax of 25 per cent on the income of such a corporation as we 
have described, in addition to the regular tax on corporate net 
income. The earlier attitude is still in evidence, however, in the 
provision authorizing the commissioner, with unanimous consent 
of the stockholders, and in lieu of all excess-profits and income 
taxes on the corporation, to tax the stockholders on their dis- 
tributive shares of the profits in the manner elsewhere provided 
for partnerships.’ Finally, the Revenue Act of 1924 eliminated the 
alternative contained in the preceding act and increased the pen- 
alty tax to 50 per cent, while it denied to such a corporation the 
privilege of deducting dividends from other corporations and re- 
quired the inclusion of interest on United States debt obligations 
which would be taxable, in whole or in part, in the hands of an 
individual owner.‘ To this re-establishment of the reality of the 

! United States Statutes, XXXIX, 756, section 3 (Revenue Act of 1916). 

* United States Statutes, XL, 1058, section 220 (Revenue Act of 1918.) 


3 Ibid., XLII, 227, section 220 (Revenue Act of 1921). 
4 Ibid., XLIII, section 220 (Revenue Act of 1924) (in press). 
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corporate entity, the influence of certain recent decisions of the 
Supreme Court has doubtless contributed. 

Many of the states have failed to apply either of these views 
consistently in their policy of taxing corporations under the 
property tax. The general property tax is evidently based on the 
doctrine of separate corporate identity, but in the application of 
this tax a sharp line is often drawn between domestic and foreign 
corporations, as well as between the corporate stocks and bonds. 
The extreme illustration is found in the attempt made by some 
states to impose an inheritance tax on transfers by non-residents 
of stock in foreign corporations when some part of the tangible 
assets of the company is located within the state.‘ Such taxes 
have sometimes been enacted by states which have exempted 
from property taxation the stocks of domestic corporations held 
by their own citizens. 

The second difficulty arises from failure to grasp the nature of 
the modern personal income tax and the theoretical basis of its 
construction and use. The core of this theory is the proposition 
that the tax is levied, not on separate forms of income as such, 
but on certain attributes of the individual, and the latter’s entire 
net income is used simply as the basis and measure of the tax. 
This point was clearly recognized by the Wisconsin court in one 
of the early income-tax decisions in that state, as appears by the 
following extract from the decision: 


Much confusion of thought arises from regarding the income tax as a tax 
that is levied upon or attaches to property as such irrespective of the person 
sought to be taxed. It is the recipient of the income that is taxed, not his 
property—and the vital question in each case is, Has the person sought to be 
taxed received an income during the tax year? If so, such income, unless 
specifically exempted, is subject to a tax, though the property out of which 
it is paid may have been exempt from an income tax in the hands of the 
payer. It is the relation that exists between the person sought to be taxed 
and specific property claimed as income to him that determines whether there 
shall be a tax. If the person sought to be taxed is the recipient during the tax 
year of such specific property as income in its ordinary significance, then the 
person is taxed. But the tax is upon the right to produce, create, receive and 
enjoy, and not upon specific property. Hence the amount of the tax is meas- 
ured by the amount of income irrespective of the amount of specific property 


* Such laws have uniformly been rejected by the courts. 
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or ability necessary to produce or create it. In the ordinary acceptance of the 
term this may be said to be a tax upon income as the statute denominated 
it. But the tax does not seek to reach property or an interest in property as 
such. It is a burden laid on the recipient of an income." 

The position taken by the National Tax Association’s Com- 
mittee on a Model Plan of State and Local Taxation is generally 
familiar. The report of this committee defines the personal income 
tax as “‘a tax levied on persons with respect to their incomes which 
are taxed not objectively as such but as elements in determining 
the taxable ability of the persons who receive them.’? In explain- 
ing the proposal that the personal income tax shall be levied in 
respect of the citizen’s entire income from all sources the com- 
mittee adds: 


The personal obligation of the citizen to contribute to the support of the 
government under which he lives should not be affected by the forms his 
investments take, and to exempt any forms of'investment can only bring 
about an unequal and therefore an unjust distribution of the tax. 


A similar line of reasoning was followed by the New York 
court in a case involving the franchise tax based on the net in- 
come of manufacturing and mercantile corporations derived from 


business done within the state.‘ In this case deduction of divi- 
dends received from another corporation subject to the tax was 
refused on the ground that the measure of the tax is to be the 
entire net income received from sources within the state, and that 
there is no basis for deducting income received from other corpora- 
tions which happen to be paying a similar tax, since the latter is 
not imposed on particular portions of income as such, but on the 
privilege of doing business within the state. The net income is 
simply the measure of the tax. While the personal income tax is 
not enacted generically as a franchise tax, the above reasoning, to 
the effect that the tax is on certain attributes of the taxpayer 
rather than on income as such, is parallel to that by which other 
courts have sustained the former. 


* State ex. Rel. Sallie F. Moon Co., vs. Wisconsin Tax Commission (166 Wiscon- 
sin 287). 

* Proceedings of the Twelfth National Tax Conference, 1919, Pp. 437+ 

3 Ibid., p. 439. ’ 

4 Northern Finance Corporation vs. Law (236 N.Y. 286). 
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The New York court has gone even farther than this, in deny- 
ing the corporations subject to the franchise tax the privilege of 
deducting from gross income the interest on Liberty Bonds.’ The 
line of reasoning, which is similar to that outlined in the preceding 
paragraph, may be illustrated by the following extract: 

This tax is a franchise tax, not an income tax. The income is the measure 
of the tax, not the subject of it. For the purpose of such a tax the state may 
adopt any fair and just measure. The fact that certain bonds are tax-exempt 
is not in itself a barrier to including the interest from them in calculating the 
entire net income as the measure. 


The Treasury Department has held that income received by a 
corporation from sources which are tax-exempt, from the stand- 
point of the federal law, loses the tax-exempt status when amalga- 
mated with the funds of the corporation, and must be included, 
when distributed, in the taxable income of the stockholders.” 

The Wisconsin Supreme Court has sustained the state tax 
commission in the view that the taxation of the income of one 
corporation does not relieve from the tax obligation a third corpo- 
ration which received this income from an intermediate company, 
the latter having reported the income and exercised the exemption 
privilege under the state law.’ The second company simply passed 
along as dividends the income which it received on the stock of the 
first company, but the court refused to accept the theory of con- 
tinuous identity of income, although in this instance it actually 
was the same income, the second and third companies having 
exercised merely a holding function. 

Among the European states that have used graduated income 
taxes may be found examples of the allowance, and of the refusal, 
of the dividend deduction, when corporations as well as individ- 
uals are subject to the tax. Some of the German states straddled 


* Standard Oil Company vs. Law (200 N.Y.S. 72). 

2 Regulations 62, Edition of 1922, Article 1541, contains the following: “Al- 
though interest on State bonds and certain other obligations is not taxable when 
received by a corporation, upon amalgamation with the other funds of the corpora- 
tion such income loses its identity and when distributed to stockholders as dividends 
is taxable to the same extent as other dividends.” 

3 State ex. Rel, Columbia Construction Company, Respondent, vs. Wisconsin State 
Tax Commission (166 Wisconsin 369). 
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the dilemma by allowing corporations to deduct from net income 
a small percentage of the capital, thereby limiting the presumed 
double taxation to the income distributed in excess of these rates. 
Prussia authorized such a deduction of 3} per cent, Baden 3 per 
cent, and Bavaria 2 per cent or one-half of the net profits, which- 
ever was the greater. In some instances, also, foreign income-tax 
laws combined graduated rates on individual incomes with flat 
rates on corporate incomes." 

We may now consider more closely some of the assumptions 
and implications which are involved in the “Wisconsin plan” of 
dividend deduction. In so far as this arrangement has a logical 
basis, it is to be found in the assumption, first, that the corpora- 
tion income tax is always and inevitably shifted to the stock- 
holders, and second, that the particular portion of the income tax 
paid by the corporation which falls on each stockholder, granting 
that shifting always occurs, is a discharge of the latter’s tax obli- 
gation with respect to this part of his income so sufficient and 
adequate as to render further inclusion of the dividend in his own 
income return not only unnecessary, but unjust, as being a form 
of “double taxation.” 

The question of the extent to which, and the direction in 
which, a tax on corporate net income is shifted has given rise to 
copious, though not always informing debate, as well as to marked 
divergencies of opinion. Some have seen the corporation income 
tax, along with all other taxes imposed on these taxpayers, shifted 
in toto to the consumers, while others have inclined to the view that 
these taxes are passed back to the stockholders. Occasionally we 
read that the same tax is shifted in both directions simultaneously. 
The United States Supreme Court has finally come squarely to 
the position that federal income taxes imposed on regulated 
public utilities are to be allowed as expenses,” a doctrine which has 
been reluctantly accepted by the state courts and regulatory com- 
missions. The common construction of this view would be that 

* Cf. Report on Graduated Income Taxes in Foreign States, presented to the House 
of Commons, 1913, pp. 18-19 (CD 7100). Also the suggestive discussion in B. 
Fuisting’s Die preussischen direkien Steurn, IV, 187-90 (Berlin, 1902). 


2 Galveston Electric Co. vs. Galveston (258 U.S. 388); Georgia Railway vs. Railroad 
Commission (262 U.S. 625). 
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these taxes are to be included in the charges to be passed on to 
consumers, but the court referred, in the decisions cited, to the 
exemption of dividends from the federal normal tax in a manner 
implying that due account is to be taken of this exemption in 
establishing the rate of return. Just what will happen, from the 
standpoint of incidence, when these taxes get into the expense 
accounts is somewhat uncertain, but of this much we may be 
assured: the exact determination of the value of the exemption 
privilege for the several members of the widely scattered group 
of public-utility corporation stockholders will prove an exceed- 
ingly difficult matter for any court or commission. Once the in- 
come tax is in the expense accounts, the consumer is in the direct 
line of the shifting process, and it is doubtful if any legerdemain 
with the rate of return will spare him the whole burden of ultimate 
incidence. The Supreme Court evidently assumes that the deduc- 
tion privilege is always advantageous for the stockholder. One 
purpose of this paper is to point out the rather obvious fact that 
the present system of combined corporate and personal income 
taxation, with the existing arrangement for dividend deduction 
from the normal tax, presents a very serious disadvantage for the 
smaller stockholders of all corporations, as compared with the 
taxes which they would pay under the existing normal tax rates. 
The assumptions involved in the Galveston and Atlanta decisions 
illustrate and emphasize, from another angle, the difficulties which 
are involved in the attempt to tax corporations according to 
ability with the intent that such taxes shall be passed on to an 
ultimate group of taxbearers, in this instance the stockholders. 

With respect to general business corporations, it is probable, 
despite the device of charging the income tax as an expense, that 
this is one of the most difficult of all taxes to shift to the con- 
sumer. To the extent that it remains as a burden on the corporate 
taxpayer, it may result, eventually, in a diminished flow of divi- 
dends to the stockholders. 

Two considerations may be urged, however, to show that the 
incidence of this tax burden on the stockholders is not always as 
equitable as the dividend deduction evidently presumes. 

In the first place, we encounter the possibility of capitalizing 




















DIVIDENDS IN INCOME TAXATION 147 


the tax, in which event the burden of the corporation income tax, 
while the rates are unchanged, is thrown on the persons who held 
the stocks at the time the tax was imposed. Subsequent buyers 
tend to discount the tax and to acquire the corporation securities 
on an investment basis that relieves them of its burden. To the 
extent that this process may occur—and the levy of an income tax 
by a few states provides one condition for its occurrence, namely, 
the limited field of the application of the tax as compared with the 
general investment field—there may emerge in time an incidence 
of the tax that is very unjust, as among individuals. 

Secondly, the process of tax-shifting leaves one important 
group of stockholders entirely to one side—the preferred stock- 
holders. This class of investors continues to receive the established 
rate of return on their stocks as long as the issuing corporations 
earn income sufficient to pay, quite regardless of the nature or the 
weight of the taxes that may be imposed. They do not suffer 
inconvenience by reason of such taxes until their weight has de- 
pressed the corporations into a financial position in which they 
are unable to maintain the preferred dividends. There is no 
evidence to show that the customary rates of preferred dividends 
have been depressed even by the federal income tax on corporate 
incomes, and we must conclude that the exemption of such divi- 
dends from the normal federal income tax is equivalent to a 
present of this tax to preferred stockholders. Needless to say, the 
states which allow the deduction of dividends are making them 
another present. 

Further, none of the income-tax laws enacted in this country 
and applying both to individual and to corporate incomes con- 
tains recognition of the full consequences of the transfer of the tax 
from the corporation to the stockholder, if we grant that in the 
end and as a last resort it does occur. The common practice of 
permitting the individual to deduct his dividends, or to omit them 
from the items of gross income, is by no means an adequate and 
wholly equitable compensation, and the complete transfer of the . 
tax, if it occurs, must work marked injustice. The source of this 
injustice is found in the use, either of (1) more sharply graduated 
rates of taxation on corporate than on individual incomes, or (2) 
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the levy of a flat rate on corporate incomes while individual in- 
comes are subjected to graduated rates. 

Several illustrations of these discrepancies exist. The federal 
Revenue Act of 1924, for example, provides for normal tax rates 
of 2 per cent, 4 per cent, and 6 per cent on individual net incomes, 
excluding dividends, and a rate of 12} per cent on corporate net 
income. If the tax on the latter is always shifted with certainty 
to the stockholders, so that the corporation tax becomes merely 
a convenient administrative device for collecting this part of the 
tax at the source, by what reasoning can we justify such severe 
discrimination against the recipient of dividends? 

The dilemma of the lieu-tax theory is nowhere more sharply 
presented. If the corporation tax of 12} per cent on net income is 
passed on to the stockholders as an equivalent tax burden on that 
part of their incomes, how justify the discrepancy between this 
rate and the normal tax rates on incomes from other sources? But 
if such transfer is not intended, does not in fact occur, or if the 
resulting burden on the dividends actually received by the stock- 
holders is uncertain and possibly non-existent, how justify the 
exemption of dividends from the normal tax? The trouble is that 
an effort is made here to apply the “ability to pay’’ concept both 
to the corporation and to the stockholders, a proceeding which is 
certain to become embarrassing from the standpoint of logic and 
consistency. 

Some of the states provide for the taxation of incomes received 
by individuals and by corporations at the same rates and in the 
same brackets; but others use different rate schedules or different 
brackets, and the effect in such case may be either a discrimina- 
tion against the stockholder or in his favor. Thus, Wisconsin im- 
poses the maximum rate of 6 per cent on all corporate income in 
excess of $7,000, but this maximum rate does not apply in the case 
of incomes received by individuals until the amount exceeds 
$12,000. On the other hand, North Dakota taxes corporate in- 
come at the flat rate of 3 per cent, while the rates on individual 
incomes are graduated from 1 per cent to 6 per cent, the highest 
rate applying to incomes in excess of $10,000. We have here the 
curious spectacle of a state whose citizens consist chiefly of farm- 
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ers and laborers discriminating against the larger incomes from 
all other sources, including of course all earned incomes, and in 
favor of corporation dividends. 

This is not, however, the only difficulty into which some of 
the states have fallen. The theory of a shifted or lieu tax works 
an injustice to the recipient of small amounts of dividends, in that 
it denies to them the benefit of personal credits and exemptions 
such as all other taxpayers enjoy. The bond-holder, for example, 
is entitled to deduct his interest on personal indebtedness, un- 
covered losses, taxes, gifts within certain limits, as well as the 
credits on account of marital status and dependents, in arriving 
at his net taxable income. It would be possible for one to receive 
a tidy income from corporation bonds and yet have no income- 
tax obligation, under the existing federal law, as well as under 
some of the state laws, which in the matter of the personal credits 
and exemptions have usually followed the former law rather 
closely. The recipient of an equivalent income from dividends 
may not, indeed, pay a normal tax outright, but when we discover 
that, according to the lieu-tax theory, he is really supposed to be 
bearing a federal income tax of 12} per cent, the discrimination 
against him becomes painfully apparent. Further, he is bearing 
this tax presumably on all of his income without benefit of any 
deductions whatever, which means that the full weight of the 
corporation income tax thus falls on the small stockholders, who 
are denied the privilege of offsetting their personal credits and 
other allowances. 

Again, if the corporation income tax falls on the stockholder, 
the practice of applying graduated rates to corporate income is 
very illogical. In fact, the whole idea of a corporation income tax 
as such becomes incapable of logical defense. It would be difficult 
enough to support a flat rate on corporate inconies, in view of the 
wide variation in the ability to pay of the several stockholders, 
for even a flat rate would result in a moderate burden on some, but 
a severe burden on other stockholders. The chief justification of 
a graduated tax on incomes, however, is that it affords a closer 
approximation of taxation according to ability to pay than is ob- 
tained with a flat or uniform rate. The Mississippi income tax of 
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1924 provides for a “personal exemption” of $1,000 to corpora- 
tions, and the Oregon law of 1923 authorized a deduction of 
$2,000. The federal law permits a deduction from net income in 
the case of the smaller concerns. These attempts to make the tax 
on corporations resemble the income tax as applied to individuals 
are unconvincing, as is the whole attempt to impute ability to 
corporations for the purposes of a graduated tax on incomes. 
Whether a given tax on corporate net income will burden the 
stockholders lightly or heavily according to their own personal 
and individual abilities will depend, of course, not merely on the 
volume of dividends which they receive, but as well on their total 
income from all sources. The doctrine that the final resting-place 
of this tax is on the shoulders—or the pockets—of the stockholders 
removes whatever ground there may have been for the principle 
of ability as the basis of the tax on corporate net income, and with 
it goes, of course, the graduated rate schedule for this class of tax- 
payers. 

As a matter of fact, the states which undertake the application 
of graduated rates to corporate net income are usually unable to 
do so equitably, for the further reason that they ordinarily con- 
fine the tax to the income derived from business done within the 
state. Since there is no uniformity at all in the relative proportion 
of business done within or without the borders of any given state 
by the large number and great variety of such concerns, there can 
be no closer approach to true taxation according to ability here 
than is possible in the case of individuals when graduated rates 
are applied to partial incomes. 

The obvious remedy for the difficulties which have been out- 
lined here is the clear and clean separation of the personal income 
tax and the excise or franchise tax based on business net income. 
We must recognize that the two taxes should be constructed on 
radically different principles. Even if we grant that the corpora- 
tion passes back to the stockholder the entire tax levied against 
its net income whether designated an income tax or an excise tax, 
the observance of the proper conditions for the construction of the 
business tax will not invalidate the inclusion of dividends in the 
return of personal incomes. From the standpoint of economic 
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analysis, it seems safer to conclude that there is no permanent 
earmarking of the forms of income as they pass through different 
hands; and from the standpoint of the theory of income taxation, 
it certainly appears wiser to recognize the application of two 
different principles in the personal income tax and the business 
excise tax, than to undertake such uncertain, indefinite, and illogi- 
cal allowances as are involved in the attempted interrelation of 
the two taxes by some of the laws now in operation. 

We have at hand an excellent example of the proper co-ordina- 
tion of the personal income tax and the business tax based on net 
income in the model laws which have been prepared by the Na- 
tional Tax Association’s Committee on a Model Plan of State and 
Local Taxation. The ability-to-pay principle forms the theoreti- 
cal basis of the personal income tax, while the benefit principle 
serves in this capacity for the business excise tax. On account of 
the benefits flowing from the privilege of doing business within 
the jurisdiction of a given state, an excise tax may be imposed on 
business concerns, the base or specific object of which shall be the 
net income. The rate of this tax, as proposed by the committee 
referred to, should be moderate and uniform. If no net income is 
shown, only a minimum excise tax is to be paid. The retention of 
the tax on real property, and the taxation, where consistent with 
the constitution, of tangible persona! property at a moderate rate, 
as suggested in the Model Plan, will insure that some contribution 
is made toward the cost of the government under whose protec- 
tion and jurisdiction even an unprofitable undertaking is being 
operated. 

With this change in viewpoint toward the so-called corpora- 
tion income tax, the case for the repeal of the dividend-deduction 
provision becomes much clearer, since we are then in a position to 
put all individuals on an equal footing with respect to the applica- 
tion of the graduated rates of the personal income tax. Moreover, 
we may thus free ourselves from the bondage of terms, in that we 
would not then be levying two so-called income taxes on the same 
income (dividends), but would be imposing a business or excise 


* Preliminary drafts of these laws were published in the Bulletin of the National 
Tax Association, VI (January, 1921), 102. 
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tax on the corporation and a personal income tax on the indi- 
vidual. 

The Model Plan of State and Local Taxation would go farther, 
however, and apply the proposed excise tax to all engaged in busi- 
ness and economic activity, regardless of the form of organization 
—whether corporation, partnership, or sole-proprietor type. This 
proposal recognizes that the corporation is simply a form of organ- 
izing to do business, and that no logical warrant exists for singling 
out any specific form of business organization for tax discrimina- 
tion. In the model business-tax law, the term business is defined 
to include “trades, professions, occupations or employments.” 
The thoroughgoing application of this plan involves a universaliz- 
ing of both the business tax and the personal income tax, subject 
only to such practical qualification as is involved in the flat exemp- 
tion proposed for each of these taxes. This proposal is entirely 
logical if the object is to impose the business tax as a contribution 
from those who enjoy the benefits and advantages of govern- 
mental protection and services in the jurisdiction under which 
they are operating a business or engaged in economic activity. 
The coincident imposition, by the same state, of a personal income 
tax and a business excise tax based on net income raises in another 
form the problem which we have here been discussing, in the 
case of the sole proprietor, as well as in the case of the incomes 
derived from trades, professions, occupations, and employment. 
Should such persons be subjected both to the business tax and to 
the personal income tax? Is this a situation which may fairly be 
characterized as unreasonable double taxation? Is it an essentially 
different situation from that which we have when the corporation 
is required to pay a business tax measured by the amount of net 
income, and the stockholders are subjected to a personal income 
tax without the privilege of deducting dividends? 

With regard to the last of these questions, there seems to be 
no difference in the two cases other than that which arises from 
the fact that in one the two taxes are concentrated upon one indi- 
vidual, while in the other there is an apparent diffusion on account 
of the plural nature of the corporate group. This is not, obviously, 
a material difference. The individual proprietor of a business or 
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recipient of other business income receives governmental services 
of various sorts, to the benefit and advantage of his business or 
his occupation, no less than does the corporation, and the business 
excise tax may, therefore, properly be extended to such persons, 
if the basis of its imposition is to be the fact that these beneficial 
services are being received. 

Further, the two taxes—the business tax and the personal in- 
come tax—are not actually based on the same quantum of in- 
come, even in the case of the sole proprietor, regarding income 
here as the measure of the tax. The former is levied on the privi- 
lege of doing business or engaging in an occupation, and its amount 
is gauged according to the net income derived therefrom, while 
the latter is based on personal ability, as measured by net income. 
The business tax applies simply to the net income obtained from 
sources within the state. If this net income is subsequently appro- 
priated by the sole proprietor as his personal income, whether as 
salary, interest, or profits, he will be entitled to make the further 
deductions inuring to him as an individual by reason of marital 
status, dependents, uncovered losses, gifts, etc. His personal in- 
come tax would therefore be measured by a net personal income 
which would be a very different quantity from the net income of 
the business. ' 

Strict consistency requires, therefore, the general application of 
the business tax, regardless of the type of organization employed. 
If the sole proprietor and the partnership are exempted from 
this tax, there is less than universal application of the principle of 
taxing business where it is conducted on account of the benefits 
which are received from the service of government. The personal 
income tax is not an adequate substitute here, since the aim in 
the adjustment of this tax is taxation not according to benefits 
but according to ability. The total burden will not be greater on 
the sole proprietor, in relation to his income, than it is upon the 
corporation and the whole group of stockholders, in relation to 
their respective incomes. 

The “double taxation” argument is certain to be the one most 
frequently raised against this feature of the Model Plan, and in 
favor of authorizing some kind of offset or deduction. As has been 
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so often pointed out, however, such inequality as may arise from 
double taxation does not come primarily from the fact of two 
taxes, but from their combined weight or the lack of universality 
of application of either. Granting, therefore, that the denial of 
the dividend deduction amounts to double taxation where the 
business tax on corporate net income is employed, the use of a 
moderate flat rate of business tax avoids the difficulty of an exces- 
sive burden. If the further suggestion of the Model Plan be ac- 
cepted, to authorize a minimum exemption of $1,000 or $2,000, 
this objection has still less weight. The extension of the business 
tax to all forms of business and economic activity, and the joint 
taxation of dividends along with all other income to the individ- 
uals who receive it, provides the condition of universality. There 
will yet remain a sufficient number of problems of income-tax 
construction and application, but the development and parallel 
application of the business tax and the personal income tax offer 
the prospect of dealing equitably with certain of these problems. 
H. L. Lutz 
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THE CONCEPT OF INCOME IN 
FEDERAL TAXATION 





The economist may weigh and balance various income defini- 
tions and conclude, after a thorough study, that there is much to 
be said for and against each one suggested. The legislator and 
the judge, however, are enjoined from taking such an indefinite 
position. Debatable though the exact nature and best definition 
of income may be, definite decisions must be made if an income 
tax law is to be formulated and interpreted. Every question arising 
as to the advisability of including or excluding specific items as 
income must be given an answer with but little opportunity for 
hedging. Ever since the first direct income tax was levied by the 
federal government in 1861, the definition of income as a legal 
concept has been undergoing an evolutian at the hands of Cong- 
ress and the courts, primarily the Supreme Court of the United 
States. The ascertaining of this legal definition of income as it 
stands today, and the developments leading up to it, constitute 
the aims of this study. The first problem will be to trace the defi- 
nition of income from law to law, starting with the 1861 enactment 
and coming down to the present. This will be followed by a 
similar tracing of the definition in Supreme Court decisions. 

As the study progresses, it must be clearly understood that 
only the broad, general definition of income is of interest; details 
of administration and similar questions will be given little atten- 
tion. The economics of the basis of the legislation is our subject- 
matter. In this connection it will be helpful to keep in mind, as 
laws and cases are reviewed, six theoretical questions: 

1. Is the definition a gross or a net income concept? 

. Is the definition a money or a real income concept? 

. Must income be realized, or is realizability sufficient? 
. Are savings included as income? 

. Does income include appreciations of capital assets? 

. Are gifts and inheritances income? 
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The greater part of the data used in the answering of these 
questions will be taken from those sections of the income tax laws 
applying to individuals and dealing with general definitions, 
exemptions, and deductions. The income taxes assessed against 
corporations, with but one exception, will not be discussed, 
since the revenue laws usually apply the definition of income used 
in the tax on individuals to that on corporations, with appropriate 
modifications. The one exception we shall make is the corporation 
excise tax of 1909. That act played such an important part in 
the development of the legal definition by the Supreme Court 
of the United States that it must be included. 


I. INCOME AS DEFINED IN STATUTE LAW 
I. THE CIVIL WAR INTERNAL REVENUE LAWS' 

With the outbreak of the Civil War, it rapidly became appar- 
ent that additional revenue was essential for the adequate 
financing of the conflict. The income tax was seized upon as an 
unwelcome, but expedient, addition to the fiscal machinery. In 
1861 a federal internal revenue law was passed which included 
for the first time a provision for the direct taxation of incomes.’ 


In this enactment Congress formulated a definition of income in 
the following words: 


And be it further enacted, That, from and after the first day of January 
next, there shall be levied, collected, and paid, upon the annual income of 
every person residing in the United States, whether such income is derived 
from any kind of property, or from any profession, trade, employment, or 
vocation carried on in the United States or elsewhere, or from any other 
source whatever, if such income exceeds the sum of eight hundred dollars, 
a tax of three per centum on the amount of such excess of such income above 
eight hundred dollars: Provided, That upon such portion of said income as 
shall be derived from interest on treasury notes or other securities of the 
United States, there shall be levied, collected, and paid a tax of one and one- 
half per centum Provided, That in estimating said income, all 
national, state, or local taxes assessed upon property, from which the income 
is derived, shall be first deducted. 


* For a comprehensive description of Civil War income taxation, see E. R. A. 
Seligman, The Income Tax, Part II, chap. iii. 


2 72 Stat. L. 292-313, C. 45. 3 Ibid., sec. 49. 
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The haste with which the law was passed is indicated by this 
confusing mixture of definition, rate of taxation, exemptions, 
deductions, and other provisions, all in one short section. The 
definition of income would appear to be, with a few exceptions, 
gross receipis of money and goods from whatever source derived. 
The wording of the law cannot be interpreted as a net income 
concept, since not even business expenses are mentioned as 
deductible. With the exception of the lower rate of tax on federal 
securities, the permission to deduct taxes paid, and the eight- 
hundred-dollar exemption allowed,’ no deductions, credits, or 
exemptions were permitted. Badly worded, hastily passed, and 
almost impossible of effective enforcement, the secretary of the 
treasury made no attempt to put the law into operation, and the 
following year a new law was enacted by Congress. 

The Internal Revenue Law of 1862 repealed the income pro- 
visions of the law of 1861, and provided for a new “income duty,’” 
defining income as follows: 

And be it further enacted, That there shall be levied, collected, and paid 
annually, upon the annual gains, profits, or income of every person residing 
in the United States, whether derived from any kind of property, rents, 
interest, dividends, salaries, or from any profession, trade, employment, or 
vocation carried on in the United States or elsewhere, or from any other 
source whatever, except as hereinafter mentioned... . . 3 


The wording of the definition is very similar to that of the 
previous law, except that the tax is now called a “duty” rather 
than a “tax,” and the basis of the duty is changed from “annual 
income” to the longer expression “annual gains, profits, or in- 
come.”’ From the gross income permission was given to deduct: 
all taxes, national, state, and local; all gains upon which a tax 

t All federal income tax laws exempt income up to a specified amount from tax- 
ation. The amount so exempted varies from law to law. In the act of 1913 and sub- 
sequent legislation, marital status has been taken into consideration. Since 1917, 


allowances for dependents have been permitted. To avoid unnecessary repetition, 
no further mention will be made of these “credits.” 

212 Stat. L. 432-89, C. 119, secs. 89-92, contain the income duty provisions. 
Sec. 81-88, preceding the income duty, provide for the direct taxation of interest, 
dividends, etc., of certain specified corporations, and also the salary of govern- 
mental employees. The rate was placed at 3 per cent payable at the source. 

3 Ibid., sec. go. 
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had already been collected at the source; and, finally, the gains 
“on any articles manufactured, upon which specific, stamp, or 
ad valorem duties shall have been directly assessed or paid.’* 
This latter provision, if literally carried out, would have exempted 
the greater part of all business gains from taxation, and well 
illustrates the experimental stage in which the Civil War legislation 
was conceived. Interest on federal securities was taxable at a 
reduced rate. 

With the exception of the above-mentioned deductions, the 
act of 1862 retains, if interpreted strictly, the concept of gross 
income. Business expenses still fail to be mentioned as deductible 
items. Regulations published by the commissioner, however, 
indicate that in practice only net income was taxed.? These 
regulations granted permission for the deduction of business 
expenses, if necessarily incurred in the carrying on of any busi- 
ness, trade, or vocation. The amount spent on repairs and the 
rent actually paid for the dwelling-house or estate occupied by 
the person assessed were also classified as deductible items. Im- 
provements to property and the produce a farmer raised and 
used for his own table were both declared not deductible. In 
practice, therefore, the definition of income was the net receipts of 
all money gains, plus some gains received in kind. 

With the ever increasing expenditure made necessary by the 
conduct of the war, the need for more revenue became progres- 
sively pressing, and on June 30, 1864, the great war revenue law 
was passed. In this enactment? a very prominent place was 
allotted to the income duty. The general definition of income 
remained the same as in the act of 1862, with the additional 
proviso “that net profits realized by sales of real estate purchased 
within the year for which income is estimated, shall be chargeable 
as income; and losses on sales of real estate purchased within 
the year for which income is estimated, shall be deducted from 
the income of such year.’ In estimating the income of a taxable 
person, deductions were allowed for all taxes other than the 
* 12 Stat, L. 432-89, C. 119, sec. gt. 

*C. F. Estee, The Excise Tax Law (Fitch, Estee & Co., 1863), pp. 298-304. 
313 Stat, L. 223, C. 173. 4 Ibid., sec. 116. 
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national income tax, all gains upon which a tax had been collected 
at the source, and the amount paid by any person for the rent 
of the homestead used or occupied by himself or his family, as 
well as the rental value of any homestead used or occupied by 
the owner or his family.‘ The law then ordered: 


In estimating the annual gains, profits, or income of any person, the 
interest over and above the amount of interest paid upon all notes, bonds, 
and mortgages, or other forms of indebtedness, whether due and paid or not, 
if good and collectible, shall be included and assessed as part of the income 
of such person for each year; and also all income or gains derived from the 
purchase and sale of stocks or other property, real or personal, and the in- 
creased value of live stock, whether sold or on hand,? and the amount of 
sugar, wool, butter, cheese, pork, beef, mutton, or other meats, hay and grain, 
or any other vegetable or other productions of the estate of such person sold, 
not including any part thereof unsold or on hand during the year next pre- 
ceding, . . . . and the gains and profits of all companies, whether incorpo- 
rated or partnership,—shall be included in estimating the annual gains, prof- 
its, or income of any person entitled to the same, whether divided or other- 
wise.3 


This paragraph has been quoted in full because of the very 
significant implications it contains as to the definition of income 
in the minds of the legislators. Three points must be noted. First, 
interest on indebtedness was to be considered income whether paid 
or not, if good and collectible. Income need not be realized; the 
fact that it had accrued or was realizable was sufficient. The 
legislator sought to tax gains when they were actually added to 
the income stream, rather than when they were received by 
the taxpayer. Second, the law applied the principle that income 
need not be realized, to corporate and partnership earnings, since 
they were to be classed as taxable income to the shareholder 
when the gains were earned, whether divided or not. The Supreme 
Court of the United States sustained the claim of the commis- 
sioner of internal revenue that the taxation of undivided profits as 


* Tbid., sec. 117. 
? Before the act of 1864 was put into operation, an amending act was passed 
which, among other provisions, eliminated the words “the increased value of live 
stock, whether sold or on hand,” substituting “the amount of live stock.” See 13 
Stat. L. 469-87, C. 78, sec. 117. 
3 13 Stat. L. C. 173, sec. 117. 
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income to the stockholder was within the constitutional right of 
Congress. Third, capital appreciations realized by the sale of 
stocks and other property were declared income, and taxable. 
All of these provisions were carried out in practice as fairly as the 
collectors found it possible, although it proved to be a rather 
onerous task.” 

We also find in the act of 1864 the incorporation in the law 
itself of a provision that business expenses, including necessary 
repairs, are deductible.’ The commissioner of internal revenue, 
we have already noted, so interpreted the preceding statute, but 
here we find definite legislative authorization. The income 
definition may therefore be considered a net income concept under 
this enactment. As before, improvements to property were not 
extended the privilege of deduction from taxable income.‘ 

It is difficult to generalize on the definition of income implied 
in the act of 1864. The legislators were groping in the dark toward 
what they sensed to be equitable as a basis of taxation, and the 
experiments they made are somewhat confusing. In general, 
income was conceived of as a coming in of actual receipts over 
and above the necessary business expenditures, including the 
replacement of capital equipment. AJ gains were to be included, 
whether obtained from business, commerce, sales, or conversion 
of capital assets, the receipt of gifts, or from any other source 
whatever. The only important exception permitted by the com- 
missioner of internal revenue was inherited wealth, and this 
exception he claimed to have made because “they pay their own 
specific tax.’’’ In addition to the actual receipts, we have seen 
that the law provided for the taxing of certain specified gains 
when they accrued. Thus, interest on indebtedness was considered 
income to the creditor, whether paid or not, if good and collect- 
ible; likewise, the earnings of corporations, divided or not, were 

t Brainard v. Hubbard (1871), 12 Wall. r. 


? For interpretation of the law by the Internal Revenue Bureau, see C. N. 
Emerson, Internal Revenue Guide (Samuel Bowles & Co., 1865), pp. 43-62. 


313 Stat. L. C. 173, sec. 117. 

4 Ibid. 

5 C. N. Emerson, op. cit., p. 59, par. 7. The commissioner was referring to an 
inheritance tax law in operation at the time. 
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to be returned as income by the shareholders. While these ac- 
crued gains are important in amount, they must be looked upon 
as exceptions to the general rule. Broadly stated, the act of 1864 
can be interpreted to define income as all receipts of money or goods, 
less the cost of their acquisition, acquired from any source whatever, 
plus certain accrued gains specifically mentioned in the enactment. 
To state this definition is to point out the weakness—the failure 
to settle definitely one way or the other whether income must 
be realized. To include all realized income, and at the same time 
certain accrued gains, is fatal to a scientific law. Thus, if a corpo- 
ration reinvested its earnings, they must be reported as income by 
the stockholders the year they are earned. The fact that the earn- 
ings were not distributed, however, would mean that the stock 
would be worth more on the market and appreciate in value. Ifa 
stockholder then sold his share of stock, he would be required to 
report as income and pay a tax upon the same earnings again, 
this time in the guise of a capital gain. The double taxation of 
income is almost certain to result if both realized and accrued 
gains are taxed. On the whole it must be admitted, however, 
that the law of 1864 marks a great step forward in the develop- 
ment of a workable, net income concept for taxation purposes. 
Some apparently incongruous departures from the definition of 
income were made, but these can be explained on the grounds of 
social expedience and equity. The exemption of rent paid by 
tenants for their homesteads is an excellent illustration, in that 
the legislator sought by this means, no doubt, to place the tenant 
on an equal plane with the man who owns his own home and does 
not pay out a money rent. We shall find an increasing tendency 
to make exceptions in the name of social welfare as later legis- 
lation is reviewed. 

Additional income tax legislation was passed in the years 
1865,' 1866,” 1867,3 and 1870,‘ but there were few alterations made 
in those sections in which income was defined. The act of 1867 
eliminated the provision referred to under the act of 1864 which 
provided for the inclusion under taxable income of all gains real- 


t 13 Stat. L. 469-87, C. 78. 3 14 Stat. L. 471-87, C. 169. 
214 Stat. L. 98-173, C. 184. 416 Stat. L. 256-62, C. 255. 
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ized by the sale or conversion of capital assets. The same enact- 
ment dropped the word “annual” from the general definition “the 
annual gains, profits, or income . . . . ,” but this change appar- 
ently had no effect upon the operation of the law. The Supreme 
Court of the United States decided in a case under this act that 
“the advance in the value of property during a series of years can, 
in no just sense, be considered the gains, profits, or income of any 
one particular year of the series... . ”* The position of the 
Court indicates that only annually-earned gains were taxable, 
in spite of the omission of the word “annual.’’ With the exception 
of these slight changes, together with a little more detailed state- 
ment of deductions permitted, the definition arrived at under the 
act of 1864 will hold for these later laws. The act of 1870 was the 
last act of the Civil War series, and with its expiration in 1873, 
the income tax was discarded as part of the federal tax machinery 
for a period of twenty years. 


2. THE ACT OF 1894 


Following the Civil War, the need for revenue steadily dimin- 
ished, because of the growing yield of the protective tariff system. 
With the assumption of the office of president of the United 
States by Grover Cleveland on the crest of a Democratic victory 
in 1892, modifications were made in the protective duties. This 
reduction required that additional revenue be secured from some 
other source, and the income tax was once more made part of 
the internal revenue system. The resulting act of 1894? followed 
the precedent of the Civil War legislation very closely. Income 
was defined as “the gains, profits, and income . . . . whether 
said gains, profits, or income be derived from any kind of proper- 
ty, rents, interest, dividends, or salaries, or from any profession, 
trade, employment, or vocation . . . . or from any other source 
whatever.’ 

Taxable income was declared to include: gains from the sale 
of real estate purchased within two years preceding the period 
for which the income was estimated; interest on bonds, notes, 


* Gray vs. Darlington, 15 Wall 63. 
2 28 Stat. L. 553-69, C. 349. 3 Ibid., sec. 27. 
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and mortgages receivable or accrued; premiums on bonds, notes, 
or coupons; sales of animal and vegetable produce, less the cost 
involved in their production; all gifts, and inheritances of per- 
sonal property. Deductions were allowed as follows: all payments 
for taxes other than those assessed against local benefits; interest 
on tax-exempt United States bonds; all business expenses, includ- 
ing interest paid on indebtedness; and losses not covered by in- 
surance. No deduction was permitted for new buildings, or 
permanent improvements and betterments. Food produced and 
directly consumed by a family was declared not income.’ 

The act of 1894 shows a decided tendency toward the restric- 
tion of the scope of the income definition to money receipts only. 
This is indicated both by the exclusion of produce raised and 
directly consumed by farmers and by the inclusion of gifts and 
inheritances of personal property, as taxable income.” Perhaps 
there was not a conscious purpose to restrict income to money 
receipts, behind these changes, but such at least was their effect. 
With this modification, all that has been said concerning the 
definition of income under the act of 1864 will apply equally well 
to the act of 1894. Other developments might have occurred had 
the law been placed in operation for an extended period of time, 
but the prompt declaration of its unconstitutionality by the 
Supreme Court eliminated the possibility of such a trial. 


3. THE CORPORATION EXCISE TAX OF 1909 


Further use of income taxation now awaited the passage of 
the sixteenth amendment to the constitution of the United States. 
During the interim, Congress enacted an interesting innovation 
in income tax legislation known as the corporation excise tax of 
1909.3 This tax was inserted in the tariff bill of 1909 as an amend- 
ment, and provided that a tax of 1 per cent should be paid by all 
corporations, joint-stock companies, or associations, organized 

* Ibid., sec. 28. 

2 Just why the law did not include real estate inherited by the taxpayer is not 
clear. Professor Seligman believes it “was due to the feeling . . . . on the part of 


the mass of the small real estate owners that they were already bearing more than 
their share of taxation.” See E. R. A. Seligman, The Income Tax, p. 514. 


3 36 Stat. L. 113-18, C. 6. 
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for profit, and having a capital stock represented by shares, “upon 
the entire net income over and above five thousand dollars 
received by it from all sources during the year.’”* The net income 
was to be determined by deducting from the gross income: neces- 
sary expenses of the business; losses actually sustained during 
the year not compensated for by insurance; reasonable allowance 
for depreciation of property; interest paid on bonded or other 
indebtedness; and all taxes paid during the year. 

Strictly speaking, this tax would not be considered an “‘income 
tax’’ by many persons, but for our purpose it is of importance, 
because the phrase “net income’’ was used as the basis for deter- 
mining the amount of tax. Net money receipts—gross receipts 
less necessary expense of operating the business—was the defi- 
nition underlying the corporation excise tax. Congress, in search- 
ing for additional revenue, selected the corporate earnings of the 
nation as an expedient source, in face of the inability to pass a 
general income tax law. The supporters of the tax claimed it was 
not a direct tax upon income, which would be declared unconsti- 
tutional, but asserted that it was an excise duty upon the privilege 
of doing business in a corporate capacity. This subterfuge was 
accepted by the Supreme Court.? The law consequently remained 
on the statute-books, and constitutes one of the steps made in 
arriving at the present-day legal definition of income. We shall 
see later that its greatest importance for the purpose of this study 
rests in the judicial interpretation of the phrase “net income,” 
which the law utilized as the basis for the measurement of the 
amount of tax corporations were required to pay “for the privilege 
of doing business in a corporate capacity.” 


4. INCOME TAX LEGISLATION SINCE 1913 

The sixteenth amendment to the constitution of the United 
States, proclaimed February 25, 1913, declares: “The Congress 
shall have the power to lay and collect taxes on incomes, from 
whatever source derived, without apportionment among the 
several states, and without regard to any census or enumeration.” 
Just what the term “income” means was left an open question, 


* 36 Stat. L. 113-18, C. 6, sec. 38. 2 Flint vs. Stone-Tracy Co., 220 U.S. 107. 
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and it remained for Congress to formulate a definition, subject 
to the approval of the judicial branch of the government. 

The act of 1913.—Under the authorization of the new amend- 
ment, an income tax section was inserted in the tariff act of Octo- 
ber 3, 1913.’ This section provided for a tax on “net income aris- 
ing or accruing from all sources,’ said net income being defined in 
the following paragraph: 

That, subject only to such exemptions and deductions as are hereinafter 
allowed, the net income of a taxable person shall include gains, profits, and 
income derived from salaries, wages, or compensation, or personal service 
of whatever kind and in whatever form paid, or from professions, vocations, 
businesses, trade, commerce, or sales, or dealings in property whether real 
or personal, growing out of the ownership or use of or interest in real or 
personal property, also from interest, rent, dividends, securities, or the 
transaction of any lawful business carried on for gain or profit, or gains or 
profits, and income derived from any source whatever. ... . 3 

The exemptions allowed included: the value of property ac- 
quired by gift, bequest, devise, or descent; proceeds of life insur- 
ance policies paid upon the death of the person insured; payments 
by or credited to the insured, on life insurance, endowment, or 
annuity contracts, upon the return thereof to the insured at the 
maturity or surrender of the contract; income from tax-exempt 
government securities, whether national, state, or local; compen- 
sation of the president of the United States, federal judges, and 
the employees of any state or any political subdivision thereof. 
The deductions permitted included: all necessary business ex- 
penses; interest paid on indebtedness; national, state, and local 
taxes, except those assessed against local benefits; loss actually 
sustained and not compensated by insurance or otherwise; bad 
debts charged off as worthless; reasonable allowance for exhaus- 
tion, wear and tear of property arising out of its use or employ- 
ment in business, not exceeding 5 per cent of the gross output in 
cases of mines. Permanent improvements and betterments were 
not deductible. 

With these pertinent parts of the law before us, what may be 
concluded as to the definition of income in the minds of those who 

* 38 Stat. L. 166-81, C. 16. 


2 Ibid., sec. iia, subdivision 1. 3 Ibid., sec. iid. 4 Ibid. 
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formulated it? Several significant attributes of income are clearly 
indicated by the construction and wording of the law. In the 
first place, there remains no vestige of doubt that taxable income 
must mean net income. Not only are business expenses, losses, 
and similar items deductible, but we also find that receipts which 
are in the nature of encroachments upon capital investments are 
likewise to be excluded. Thus, the proceeds of insurance, endow- 
ments, and annuities paid on surrender or maturity of the poli- 
cies are not taxable, since such payments represent, not additional 
income, but the return of savings—capital. Interest accumulated 
on the premiums of these policies would be, of course, taxable, 
representing a new, additional income. Secondly, taxable income 
is restricted to actual receipts, in money or “in whatever form 
paid,” that is, payments in kind are to be included. Income that 
does not customarily accrue in actual receipts, such as the food 
raised by a farmer and consumed directly by his family, the 
shelter of a dwelling-house occupied by the owner himself, and 
the services of housewives, would therefore not be taxable income. 
On the other hand, all payments in kind, such as a money salary 
supplemented by payments of goods, or operating a farm on 
shares, would be included as taxable income. Thirdly, income 
must be realized to be taxable. The old provisions for the inclu- 
sion of interest “paid or not, if good and collectible,” and also 
corporate earnings, “divided or otherwise,’ no longer appear. 
If a reinvestment of earnings increases the market value of a 
corporation’s outstanding stock, the increase is not income to the 
shareholders unless the stock is sold and the income realized.* All 
income, including capital gains, must be realized to be taxable; 
realizability is not sufficient. Fourthly, additions to capital, 
such as new improvements and betterments to property, are 
taxable; savings are income. Finally, income must apparently 
arise out of productive activity. The law sought to tax the share 
of the national income received annually by each individual, and 

* There is one exception to this statement. If a corporation is formed for the 
purpose of, or fraudulently availed of for the purpose of preventing the surtaxes to be 
imposed on wealthy shareholders, by permitting the surplus to accumulate subject 


only to the corporation taxes, such gains are taxable income for purposes of the said 
surtaxes, 
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therefore did not tax mere transfers of wealth already existing. 
The words used in the definition—business, professions, trade, 
profits, compensation—indicate this intent. Additional evidence 
is given in the provision for the exemption of gifts and inherit- 
ances. When a gift is made, the national income stream is not 
thereby increased in volume. Likewise the acquisition of property 
by inheritance is simply a transfer in title to property, if viewed 
socially. Perhaps the irregularity of these items also had weight 
in formulating the decision for their exclusion, but the inclusion 
of other irregular gains, such as a profit obtained by the purchase 
and sale of a single share of stock, would not tend to support this 
explanation. 

Generalizing on these observations, we can arrive at the in- 
come definition upon which the income tax of 1913 was con- 
structed. Income was understood to mean receipts by the taxpayer 
of money or of money’s worth, growing out of the productive process, 
and actually realized after deducting all necessary cost of acquisition. 
This definition differs in two ways from that of the Civil War 
legislation. The first and most important change is the elimination 
of accrued gains from the income concept. Income is secured 
only when it is realized in a definite, separable form. The second 
modification is the limitation of the income concept to gains 
growing out of the productive process. The early laws included 
all gains with very few exceptions, but the act of 1913 definitely 
ruled out such items as gifts and inheritances. 

Such was the definition of income under the act of 1913, and, 
in substance, the same definition was woven into the subsequent 
federal income tax legislation down to the present law. As the 
successive acts of 1916, 1917, 1918, 1921, and 1924 were placed 
upon the statute-books, many changes appeared regarding the 
rates of taxation, administration of the tax, credits, and similar 
topics, but the income definition suffered but slight modification. 
It would not be difficult to insert here the mass of additional data 
found in these laws as to new details in exemptions, deductions, 
methods of determining gain or loss, and other features, but there 
would be little gained by that burdensome array of facts. We 
shall therefore point out only those new developments that are 
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of importance in their bearing on the income definition, and shall 
leave to the reader the duty of filling in the details by turning 
to the laws which are so readily available. 

The acts of 1916 and 1917.—The 1913 law remained in force 
until the passage of the act of September 8, 1916." The new law 
taxed “net income,” and defined it verbatim as in the previous 
act. The exemptions and deductions also remained unchanged. 
The one new development meriting attention is the privilege ex- 
tended by the law to the taxpayer, permitting the use of an ac- 
crual basis of bookkeeping in the computation of his net income: 

An individual keeping accounts upon any other basis than that of the 
actual receipts and disbursements, unless such other basis does not clearly 
reflect his income, may, subject to regulations made by the Commissioner 
of Internal Revenue, with the approval of the Secretary of the Treasury, 
make his return upon the basis upon which his accounts are kept, in which 
case the tax shall be computed upon his income as so returned.? 

While it would appear on the surface that a very significant 
modification of the income concept had been made, in fact the 
old basis still held. If the books are accurately kept, the measure- 
ment of net income by the accrual method and by the receipts- 
and-expenditures method should give the same results over a 
period of years, provided the method selected is consistently 
adhered to. Should this fail to be true, the law provided that the 
commissioner of internal revenue could insist on a change of the 
method used, thus insuring that the true income would be ascer- 
tained. For any single year, however, there might exist a wide 
discrepancy between net income measured on an accrual basis 
and net income measured on an actual receipts-and-expenditures 
basis. To that slight extent, the law may be said to revert to the 
early practice of including some gains not realized, but realizable. 

Following the entrance of the United States into the world- 
war, an additional “war income tax” was passed October 3, 
1917. The definition of income in the act of 1916 remained 

* 39 Stat. L. 756-77, C. 463. 

2 Ibid., sec. 8 (g). This privilege is also extended in each of the enactments since 
that of r916. 

3 4o Slat. L. 300-38, C. 63. This act was not in lieu of the act of 1916, but was in 
addition to that act. The taxpayer was paying two income taxes, but they were 


administered as one. The purpose of this arrangement was, no doubt, to furnish 
an easy way to return to the pre-war rates of tax when the emergency had 
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unchanged, but some additions were made to the exemptions and 
the deductions allowed." The income received by foreign govern- 
ments, earned upon investments in the United States, was de- 
clared exempt from taxation. Of more significance was the per- 
mission granted for the deduction of contributions to religious, 
charitable, scientific, or educational organizations not organized 
for profit, if such contributions did not exceed 15 per cent of 
the taxpayer’s net income. Here we find the income tax used not 
only as a source of revenue, but also to encourage the support of 
socially desirable organizations. 

The acts of 1918, 1921, and 1924 .—On February 24, 1919, a 
new income tax was passed, and the previous legislation repealed.” 
The tax was levied upon “‘net income,” which the law defined as 
gross income, less deductions allowed. The gross income defini- 
tion was practically a verbatim restatement of the net income 
definition in the previous acts, omitting the first twelve words, 
“That, subject only to such exemptions and deductions as are 
hereinafter allowed.’ To the list of exemptions were added the 
income received as salary or compensation by persons engaged 
in active military or naval service of the United States, not ex- 
ceeding $3,500, and also all amounts received as compensation 
or damages for personal injury or sickness, under workmen’s 
compensation acts or by direct suit. The exemption formerly 
extended to the president of the United States and the federal 
judges was rescinded. Deductions were stated more in detail 
and widened in scope, but no important items were added. The 
privilege of returning income measured on the accrual basis of 
accounting also remained, and in deference to this privilege 
business expenses, interest, and taxes were declared deductible, 
“paid or accrued,” “paid or incurred.’’ The commissioner of inter- 
nal revenue was given power to make use of inventories, in order 
more accurately to determine the income of the taxpayer, if it 
were found necessary.5 

* Ibid., sec. 4, 5. 

2 4o Stat. L. 1057-96, C. 18. This act was retroactive to January 1, 1918. It is 
known as the act of ror8. 

3 Ibid., sec. 212 (a). Exemptions and deductions appear in secs. 213 and 214 
respectively. 

4 Ibid., sec. 213 (a). 5 Ibid., sec. 203. 
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The act of 1918 gave way in its turn to that of November, 
1921. In wording and construction, this law was the most 
elaborate thus far passed. General definitions, the nature and 
taxability of corporate dividends, the basis for determining gain 
or loss derived from sale or other disposition of property, and simi- 
lar topics, are treated in greatest detail. The definition of income, 
however, remained as we have interpreted it under previous 
legislation. Three significant new exemptions were authorized: 
the compensation received under war risk insurance, vocational 
rehabilitation acts, and pensions of the United States; the interest 
accruing on the stock in building and loan associations up to $300 
per year, if conducted for the exclusive purpose of making loans 
to members; and the rental value of a dwelling-house and appur- 
tenances thereof furnished to a minister of the gospel as part of 
his compensation. Social welfare again comes to the front as 
one of the “by-products” of income taxation. 

The revenue act of 1924? also left the sections on the definition 
of income intact, changes being limited to a few alterations of 
the exemptions and deductions as expressed in the 1921 enact- 
ment. The law again indicates the intent of Congress to tax 
as income no gain that is not derived from production. The de- 
mand for a tax on gifts is met, not by a provision for their taxation 
as income, but by the insertion of a special tax on gifts into the 
revenue law under a separate title, which also includes the inherit- 
ance tax.’ 

5. SUMMARY 

The development of the definition of income in federal income 
taxation is an excellent example of the “trial and error” method 
as followed in legislation. From the first to the last law enacted, 
there has been constant experimentation, both in the content 
and in the mode of expression. In the first act passed in 1861, 
we found a hastily formulated, impractical piece of legislation 
which left the question of defining the term “income” almost 
completely in the hands of those in charge of enforcement. The 

t 42 Stat. L. 227-71, C. 136. 


2 43 Stat. L. 253-355, C. 234. 
3 Ibid., title iii, part ii, The income tax appears as title ii. 
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definition was a gross income concept, authorizing no exemptions 
or deductions, with the exception of taxes paid and the prefer- 
ential rate of tax extended to gains from federal securities. This 
act, never enforced, was superseded by that of 1862, but the new 
law made little progress in definition other than a slightly im- 
proved construction. Income remained a gross concept, as previ- 
ously. In practice, however, the law was interpreted by the com- 
missioner of internal revenue to mean net income, and his rulings 
permitted the deductions of business expenses, rents actually 
paid for a dwelling-house occupied by a tenant, and other items. 
Improvements to property were not extended deduction privi- 
leges. All of these rulings of the commissioner were taken over 
and incorporated into the act of 1864, which act was, therefore, 
the first to contain a net definition of income. Other innovations 
of the law were the inclusion as income of undivided corporate 
earnings, interest on indebtedness unpaid but collectible, and 
capital gains derived from the sale of stocks and other property. 
All gains were taxable, and by interpretation of the commissioner, 
- gifts received were assessed as taxable income. Income included 
all receipts of money or goods, less the cost of acquisition, ob- 
tained from any source whatever, plus certain accrued gains 
specifically mentioned in the enactment. This definition held 
until the last act of the Civil War period expired in 1873. The 
short-lived act of 1894 contributed nothing new, with the possible 
exception of a tendency toward the limitation of income to actual 
receipts in money. Thus it was provided that gifts and inherit- 
ances were taxable income, while the produce raised and con- 
sumed directly on a farm was not taxable income. The former 
“come in” as money receipts, but the latter do not. The corpo- 
ration excise tax was included in our survey because the basis of 
the tax was net income, instead of gains, profits, or income, as in 
the preceding laws, and it was therefore through the medium 
of cases under this act that the judicial income definition was 
first invoked. 

With the 1913 enactment, the present period of income tax- 
ation began. The definition of income followed was one based 
upon actual receipts in money or goods. Gains accrued, but not 














172 WILLIAM WALLACE HEWETT 


realized, were not considered income. The scope of the gains to be 
included was also restricted, only those growing out of the produc- 
tive process being included. Gifts and inheritances of wealth were 
specifically excluded. We also noted that a gain was necessary. 
Mere return of capital, such as the return of premiums on the 
surrender of a life insurance policy, was not taxable income. The 
definition of income implied in the law was receipts of money or 
money’s worth, growing out of the productive process, and actu- 
ally realized, after deducting all necessary cost of acquisition. 
This remains the definition of income at the present time, as we 
have interpreted income tax legislation. The act of 1916 modified 
the definition to a slight degree by permitting the taxpayer to 
report his income on an accrual basis if he kept his books in that 
manner, but this privilege was granted simply as a convenience 
to the taxpayer. Should the result so obtained differ in the long 
run from that arrived at by the receipts-and-expenditures method, 
the commissioner of internal revenue was authorized to require a 
change. In 1918, the privilege was further facilitated by extend- 
ing a right to use inventories in the calculation of net income, if 
permitted or ordered by the commissioner. The modern period 
has also been characterized by an increasing use of the income 
tax for the purpose of achieving certain benefits to social welfare, 
as rather distinct from the securing of revenue. The exemption 
of contributions to charitable and other social agencies is a case 
in point. 
II. INCOME AS DEFINED BY THE SUPREME COURT 


It will be recalled that the wording of the sixteenth amend- 
ment removed constitutional objections against a tax on incomes, 
but failed to include a definition of the term. As a result, the 
defining of income for purposes of federal income taxation rests, 
in the final analysis, not with Congress, but with the Supreme 
Court of the United States, since a decision by the Court that 
a certain debatable item is not income renders taxation of that 
item unconstitutional if such taxation is “direct taxation.” Terse- 
ly stated, the amendment gives Congress the power to levy without 
apportionment a direct tax on that which the Supreme Court agrees 
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to be income. The Court, in response to the onus of definition 
placed upon it, has, through a sequence of decisions, formulated 
what one might call the judicial income definition. This develop- 
ment we must now survey. No attempt at an exhaustive array 
of cases will be made, but a selection will be made of those out- 
standing rulings that mark real milestones in the development 
of the Court’s present-day income definition. 


I. THE JUDICIAL DEFINITION AS FIRST STATED 


All the federal income tax laws prior to the corporation excise 
tax of 1909 taxed “gains, profits, or income.’* The Supreme 
Court was not therefore called upon to define income, but rather 
to decide whether a given questionable item was to be included 
under the gains, profits, or income taxable under the law. With 
the passage of the corporation excise tax, net income became the 
basis of the law. It was under this act, therefore, that the Su- 
preme Court formulated its initial income definition. 

A British company, Strattons Independence Limited, engaged 
in extracting ore bearing gold and other precious metals, sold ore 
worth $284,682.85 during 1909. The cost of extracting, mining, 
and marketing the ore was $190,939.42 The company claimed 
that the value of the ore in place constituted part of its capital 
and the value of the ore when removed was not, therefore, a 
gain, or income, but was depletion of its capital; the mined ore 
was not new wealth, but was something they already possessed 
before extraction. The measure of the value of the ore in place 
was found by deducting from the proceeds of gross sales the total 
cost of production. The books of the corporation, however, did 
not show such charging off to depreciation. A similar statement 
was made for the year of 1910. Collector Howbert assessed the 
yield above cost as income, and the company paid under protest. 
The Supreme Court in handing down its decision found it neces- 
sary to determine just what income is, and defined the term in 
the following words: “For income may be defined as the gain 
derived from capital, from labor, or from both combined, and 


The act of 1861 provided for the taxation of “income,” but since it was never 
enforced, it may be disregarded here. 
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here we have combined operations of capital and labor.”* No 
authority of previous decisions was cited by Justice Pitney, who 
delivered the ruling. Strattons Independence had secured a gain 
from capital and labor combined, and the depletion of capital 
claimed by the company was considered by the Court as not 
sufficient to offset the declaration of the gain as income. The 
contention of the collector was therefore upheld. 

In this decision, if one may be permitted to philosophize, 
two essential attributes of income were implied: (1) a realized 
gain; (2) a source in business activity—from capital and labor. 
Both attributes have been adhered to by the Court in later 
cases, with a somewhat disconcerting tenacity. Reasoning deduc- 
tively from the definition, the first attribute would appear to 
imply a concept of net income, since a gain must be realized and 
a gain cannot be said to be acquired until all expenses of acquisi- 
tion have been paid. The second attribute rules out items not the 
fruit of labor or capital, such as gifts, inheritances, and similar 
receipts. 

Difference of opinion as to the interpretation of the words 
“gain derived from capital’ forced the next step made in the 
judicial definition. If the value of a capital asset increased, 
would the Court consider the appreciation a gain derived from 
capital? The issue was soon brought before the Supreme Court 
in the case of Doyle vs. Mitchell Brothers Company,? also arising 
under the corporation excise tax. The plantiff, Mitchell Brothers 
Company, had acquired possession of timber lands at $20 an acre. 
The company was accustomed to compute its profits by deter- 
mining the difference between the original cost of the timber and 
the sum received for the manufactured product, less the cost of 
manufacturing. On December 31, 1908, the lands were revalued, 
and the new valuation placed at $40 per acre. This sum was used 
by the company as a basis for the determination of its income for 
the years of 1909, 1910, 1911, and 1912. Collector Doyle, believ- 
ing the realized increase in capital valuation to be taxable income, 
* Strations Independence vs. Howbert, 231 U.S. 415, decided December 1, 1913. 
* Doyle vs. Mitchell Brothers Company, 247 U. S. 179, decided May 20, 1918. 
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assessed an additional tax on $20 income per acre. The Court 
was called upon to decide if this increase was income for the years 
in which it was converted into money, within the meaning of the 
act of 1909. In its ruling, the Court first reaffirmed the position 
it had assumed in the Strattons Independence Company case and 
then declared: 


Understanding the term in this natural and obvious sense, it cannot 
be said that a conversion of capital assets invariably produces income. If 
sold at less than cost, it produces rather loss or outgo. Nevertheless, in 
many, if not in most cases, there results a gain that properly may be ac- 
counted as a part of the “gross income” received “from all sources”; and 
by applying to this the authorized deductions we arrive at “net income.” 
In order to determine whether there kas been gain or loss, and the amount of 
the gain, we must withdraw from the gross proceeds an amount sufficient 
to restore the capital value that existed at the commencement of the period 
under consideration.* 


This decision definitely included within the income definition 
gains resulting from the appreciation in value of a capital asset, 
if that gain were realized by sale or conversion. If a taxpayer owned 
a range of timber land and it doubled in value, the capital gain 
was to be considered income when sold as timber and the gain 
realized. Should the property be retained during the entire tax 
period, no income would be received. The Court recognized that 
capital loss might be realized as well as capital gain, and federal 
tax laws usually permit such losses as a deductible item. Income 
is conceived of as something above mere replacement of capital. 
Until the capital consumed is replaced, no income accrues. 


2. THE JUDICIAL DEFINITION SINCE THE AMENDMENT 


After the ratification of the Sixteenth Amendment, and the 
passage of the income tax of 1913, the Supreme Court carried 
forward its definition of income as it had been stated in the inter- 
pretations of the corporation excise tax. In Southern Pacific Com- 
pany vs. Lowe, it was decided that the scope and meaning of 
income under the act of 1913 was, for the purpose of the Court, 
t Ibid., p. 185. 

2 Southern Pacific Company vs. Lowe, 247 U.S. 330, decided June 3, 1918. 
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the same as under the act of 1909. Then in Eisner vs. Macomber, 
the Court summarized in full its income definition, together with 
reasons for its acceptance, and we can do no better than to quote 
from Justice Pitney’s ruling: 

For the present purpose, we require only a clear definition of the term 
“income” as used in common speech, in order to determine its meaning in the 
Amendment; . . . . after examining dictionaries in common use . . . . we 
find little to add to the succinct definition adopted in two cases arising under 
the Corporation Act of 1909. “Income may be defined as the gain derived 
from capital, from labor, or from both combined,” provided it be understood 
to include profit gained through a sale or conversion of capital assets, to 
which it was applied in the Doyle case Here we have the essential 
matter: not a gain accruing to capital, not a growth or increment of value in 
the investment; but a gain, a profit, something of exchangeable value pro- 
ceeding from the property, severed from the capital however invested or 
employed, and coming in, being “‘derived,”’ that is, received or drawn by the 
recipient for his separate use, benefit, and disposal; that is income derived 
from property. 

In Eisner vs. Macomber, the Supreme Court stated its defi- 
nition with a clarity that almost defies misunderstanding. Income 
is the gain derived from capital, from labor, or from both combined, 
including gains accruing through the sale or conversion of capital 
assets. Income must be realized, must grow out of business activ- 
ity, and must not encroach upon the capital investment. While 
economists may criticize this concept of income, the Court is 
little concerned with their views, seeking only to formulate what 
was in the minds of the people when, by constitutional amend- 
ment, they authorized the taxation of “income.” This position 
was reaffirmed and extended to cover the later acts of 1916 and 
1917, in Merchants Loan and Trust Company vs. Smietanka.? 


3. SUMMARY 

In Strattons Independence vs. Howbert, the Supreme Court 

formulated its first definition of income. Income was declared 

to be a gain derived from labor, from capital, or from both com- 

bined. The gain must be realized, something above business ex- 

penses and mere return of capital. To this definition was added, 
t Eisner vs. Macomber, 252 U.S. 189, decided March 8, 1920. 


2 Merchants Loan and Trust Company vs. Smietanka, 255 U.S. 509, decided 
March 28, 1921. 
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in the case of Doyle vs. Mitchell, the proviso that gains from capital 
must be interpreted to include increases in the value of capital 
assets, realized by the taxpayer. After the Sixteenth Amendment, 
the definition was carried forward to cover the Act of 1913, in 
the case of Southern Pacific Company vs. Lowe. In Merchants Loan 
and Trust Company vs. Smietanka, it was further extended to 
cover the 1916 and 1917 enactments. So the judicial definition of 
income stands today. It represents what the Court believes to 
be the meaning of income in the minds of the people, when the 
Constitution was amended to permit Congress to tax “‘income.”’ 


Im. CONCLUSIONS 


While the wording of the judicial definition of income differs 
somewhat from that which we have used in stating the definition 
underlying present statute law, the concepts themselves are 
clearly in agreement. In both definitions income possesses four 
essential attributes: (1) it must be realized; (2) there must be a 
gain—something above cost and not mere return of capital; 
(3) the gain must grow out of production—from labor or capital, 


to use the words of the Supreme Court; (4) capital appreciations 
realized must be included within the concept. The legal definition 
of income may therefore be stated as receipts by the taxpayer of 
money, or money’s worth, growing out of the productive process, and 
actually realized after deducting all necessary cost of acquisition. 
From this definition and the data upon which it has been formu- 
lated, the questions of theory raised in the beginning may now be 
given answers. 

1. The legal definition of income is a net income concept; 
gross receipts, less allowable deductions. 

2. In general, the definition is a money income, rather than a 
real income, concept. It is true that some income-determining 
factors are recognized that are not actual receipts, as, for ex- 
ample, inventories, exhaustion of mines or oil wells, accounts 
receivable, accounts payable, and depreciation; but we have seen 
that the receipts-and-expenditures basis is the general rule. These 
receipts may be in goods rather than actual cash, but receipts 
there must be. Real income items, such as the service of a house 
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occupied as a residence by the owner, produce raised and con- 
sumed directly on a farm, or the services of a housewife, are not 
to be considered income, since they are not realized as payments or 
receipts. 

3. Income must be realized. Gains that accrue, but are not 
realized, are not income. 

4. Savings added to the capital of the community are income. 
As long as a gain is realized, it is income, and the reinvestment of 
the income does not relieve it from being classed as taxable. The 
inclusion of permanent improvements and betterments under 
income illustrates this point. 

5. All realized appreciations in the value of property are 
income. 

6. Income grows out of the productive process. Gains that 
do not so arise, such as gifts or inheritances, are not income. 

WiiiAM WALLACE HEWETT 


THE UNIVERSITY OF PENNSYLVANIA 








THE SIGNIFICANCE OF INDUSTRIAL 
INTEGRATION 


The discussion of changes in the organization and operation 
of business and of industry is usually concerned with such ques- 
tions as the relative economy, profitableness, and efficiency of 
various arrangements, when approached from the technical 
angle, or the legitimacy or menace of industrial combinations, 
if viewed from the social or economic angle. Integration of 
industry, as significant of a long-term trend in economic and 
social development, has received but little attention thus far, 
probably for the reason that these discussions are so largely con- 
cerned with policies and thus emphasize the immediate situations 
to be dealt with. In order to obtain a better perspective, it is 
here assumed that questions of social policy, of legislation, and 
of ethics are irrelevant to the subject of long-term trend or 
evolution, which it is the purpose of this paper briefly to outline. 

The organization and operation of a vertically integrated . 
industry are not so familiar that we can assume them to be widely 
known. In briefest fashion, vertical integration may be described 
as the functional co-ordination of one or more units in each of 
the several successive stages of production, so that they are all 
operated as a single, unified industrial process. But such a 
brief description tends to confuse rather than to illuminate. 
We may perhaps gain a better knowledge of what vertical 
integration involves by approaching it genetically. 

When the industrial revolution brought the machine tech- 
niques, it supplanted the handicraft stage wherein a single crafts- 
man, or small group thereof, carried on the production of the 
various articles under a single roof, so to speak. There was 
differentiation of crafts, to be sure, but each craft apparently 
comprehended the production of finished goods from the initial 
preparation of raw materials. While some materials were pre- 
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pared by one group for use by another group of workers, the 
usual arrangement was that just indicated, and one entrepreneur 
directed or carried on the complete industrial process. At least 
this is the impression one gains, and, if the foregoing statement 
be exaggerated, it is at least safe to say that, before the industrial 
revolution, the production of goods was divided into fewer steps 
and stages than after that great change, and that buying and 
selling in industry was fairly limited to the initial purchase of raw 
materials and the sale to final consumers. 

It is customary, in commenting upon the industrial revolu- 
tion, to emphasize the increase in production consequent upon 
the adoption of machines in place of hand tools. But it is equally 
important to notice, at least for our present purpose, that the 
machine process split. up production into an ever growing num- 
ber of separate processes, separate because of the invention of 
new techniques and new machines for performing each step in the 
formerly unified handicraft operations. 

Now it happened that these inventions came initially at a 
time when there were no large accumulations of money capital 
for investment in the new machines. This lack of large accumu- 
lations of capital (and of means for accumulating it from a num- 
ber of small holders) made it more or less necessary for the indus- 
trial entrepreneur to change his methods of operation. Under 
the handicraft scheme the single individual, or partnership, 
undertook the direction and management of the complete process 
of production from raw materials to finished goods. It now 
became necessary for each of them to confine his operations to 
the conduct of one or perhaps two steps in this total industrial 
process, because the small capital of each limited the number 
and variety of the new machines which he could purchase. In 
some cases it appears that, having invested in the first machines 
available for use in their operations, these enterprising producers 
were unable to find additional capital to purchase the subse- 
quently invented machines which were needed for processes 
antecedent or subsequent to their initially installed machines. 
Thus a separate group would set up an establishment to operate 
machinery which was technically allied to that of the first- 
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mentioned group, but which, through this pecuniary or credit 
situation, was divorced both physically and functionally. 

This situation with respect to investment capital merits 
considerable attention, for it throws light upon the development 
of the highly differentiated business and industrial situation of 
today, from the invention of separable machines and techniques 
and their exploitation by individual establishments. Also it 
may be remarked that the exploitation of the new machines, in 
the hands of individual entrepreneurs, as fragments, so to speak, 
of the total industrial process, was extraordinarily successful 
and profitable and so we soon began to attribute these results, 
not to the inventions, but to the separate agents who exploited 
them. It is not difficult to see, therefore, how the nineteenth 
century became so generally persuaded of the efficacy of laissez 
faire, especially since the detailed regulation of the handicrafts, 
through pre-existing legislation, had to be overthrown before the 
new machines could be adequately exploited. 

It was one thing, however, to seize upon the newly invented 
machines for the establishment of separately owned factories, 
each of which carried on one step in the sequence of technically 
allied and interdependent industrial processes; it was another 
thing to find means for overcoming the loss of unified direction 
of these separately controlled processes so that they could work 
together, for it is obvious that, with the multiplication of separate 
factory enterprises, each dependent upon the stage technically 
prior for obtaining its raw materials and upon the stage techni- 
cally subsequent for disposing of its products, some sort of 
arrangements had to be elaborated for relating up these separately 
owned and controlled establishments. Hence began the develop- 
ment of the modern art of buying and selling, for carrying mate- 
rials from the point of original production through the separately 
owned and controlled machines and on to the distributor to the 
final consumer or user. 

At first this need was met by simple contract and sales, 
whereby the goods in the several stages of refinement or elabora- 
tion were transferred to the next subsequent stages for an 
agreed-upon price. But as the industrial equipment became 
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more complex and more widely distributed among separate 
owners and geographical districts, there was a more or less con- 
comitant development in the elaboration of pecuniary devices 
and operations and the organization of markets, as shown espe- 
cially in loan credit, negotiable instruments and similar instru- 
mentalities for facilitating buying and selling, speculating in 
commodities, and the like. Only a cursory glance at present- 
day litigation is needed to discover how these pecuniary activities 
are working and how difficult it has become to observe all the 
necessary rules and limitations upon the use of pecuniary 
methods. 

Thus it appears that the growth of individual enterprises, of 
the business practices of buying and selling, and of other related 
pecuniary operations were both a consequence (or concomitant) 
of the industrial revolution and the vehicles for its further propa- 
gation. Once the custom had been established of restricting 
a factory to one or only a few steps in the total industrial process, 
the further growth of any factory was largely confined to increas- 
ing the capacity in those steps. Not until late in the nineteenth 
century do we begin to see the expansion of separate establish- 
ments in the direction of adding additional subsidiary processes 
to the main operations of the plant. 

But before this expansion really began, we had an exceedingly 
interesting development in the rise of industrial combinations. 
Under the prevailing scheme of separately owned establishments, 
carrying on one or two steps of the industrial process, competition 
among the several producers of the same stage was provoked 
by the necessity of disposing of their product on a price basis. 
But this competition not only limited profits; it frequently pre- 
vented the producer from selling his goods at cost. Hence arose 
various schemes and arrangements whereby the producers in one 
stage of the total industrial process pooled their business opera- 
tions of selling under the most capable busiriess leaders. Thus it 
was possible to eliminate or reduce the activities of the less 
capable business men in that stage and so to improve the strategic 
business position of the combined sellers. It should be noted 
that these concerted operations were dependent in large measure 
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upon the subordination of industrial activities and operations 
to the exigencies of the market, in the way of reducing output 
and even closing down plants; so that we find the practices of 
contract and sales, which were earlier used to facilitate the passage 
of materials through the industrial process, now giving rise to 
activities aimed to obstruct that movement. 

These efforts at combination (or as it is sometimes called, 
horizontal integration) are not the only evidences of the diffi- 
culties encountered in the use of buying and selling as a method 
of relating up these highly differentiated industrial activities. 
It is clear that, despite the fact of individual legal ownership 
and independent operation and control, no factory can run for 
long unless the production in the prior stage is sufficient to supply 
the needed materials and supplies, nor unless the factories or 
other users in the subsequent stage consume what it manufac- 
tures. This is the inescapable technical unity of industry in 
which all factories are involved and which they cannot violate 
for long. But with John Doe and Richard Roe and sundry other 
persons operating these factories, each of varying degrees of skill 
and ability technically, and with all manner of business capacities, 
it will readily be seen that the buying and selling of each estab- 
lishment will approximate the technical needs of industrial opera- 
tion only by the most fortuitous combination of circumstances— 
and then only for short periods. A priori, one would expect 
that, human behavior being what it is, business men would 
periodically overbuy (and thus lead others to overproduce) and 
then stop all buying until they had used up their surplus, when 
again they would repeat the process. And, of course, this is just 
what happens in these recurrent fluctuations in the magnitude 
of industrial activity and business operations, which we call 
business cycles. 

We may see in the foregoing how the progress of the industrial 
revolution through individual enterprise has placed an ever 
increasing burden, not only upon the pecuniary operations or 
devices required to co-ordinate these separate establishments, 
but also upon the conduct of industrial operations within the 
separate plants. For the recurring periods of increased activity 
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(expansion) make it difficult to obtain supplies in the quantity 
and of the quality required for effective operation and at a price 
necessary for business success. In the atteiupt to avoid these 
embarrassments of inadequate supply and of unprofitable 
price, the individual concern is led into so-called “legitimate” 
speculation in materials, that is, buying in anticipation of orders 
and sales so as to forestall the rise of prices and scarcity of sup- 
plies. This procedure, however, usually leads to undue inventory 
accumulations which, in the inevitable period of price declines, 
are the occasion for considerable losses that all too frequently 
wipe out the “profits” gained in the period of rising prices. 

Moreover, when, in the course of the cycle, depression follows 
expansion, it is commonly found that the increased plant capacity, 
which the ever rising prices and increasing orders made necessary, 
is not only useless for a time, but a source of further loss. 

It is fairly clear, then, that despite the variety of efforts to 
make the money economy, or more precisely, buying and selling 
at money prices, serve both the needs of industrial operation 
and the quest for profits, the pecuniary mechanism is not entirely 
reliable and is subject to serious “backfiring.” 

Before we continue this brief résumé of business developments 
leading to the rise of integrated industry, it may not be amiss to 
comment upon the significance of this growth as revealing a 
recurrent process in social evolution. It appears that whenever 
a new tool or technique for meeting the exigencies of living 
appears in a group, it is usually seized upon as an instrument for 
greater production, comfort, or slaughter. But, since the pre- 
existing and traditional group arrangements of ceremonies, 
rituals, and symbols are group-sanctioned practices for exploit- 
ing the older tools and techniques, it frequently happens that the 
use of a new technique calls for some modification of these older 
practices. ‘There follows a series of elaborations and refinements 
of the older group practices, designed to facilitate the use of the 
new tool or technique, but only too frequently acting as impedi- 
ments and obstacles to that use. The increasing burden of these 
traditional group practices and their elaborations are accepted 
as unavoidable in the developing use of the new techniques and 
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tools. Hence there is an increasing discrepancy between the 
needs of the technical processes and the possibilities and require- 
ments of the institutional life of the group. To meet this situation 
there is, later, a bold attempt to rescue and even promote the 
institutional practices at the expense of the tools and techniques, 
which is the stage of outright ceremonialism or ritualism, when 
men cling tenaciously to ancient rites, symbols, and practices, at 
the expense of their industrial arts. 

Out of this latest stage may come one of two divergent paths: 
either the group life is held to the institutional pattern and further 
change is estopped, as we see in so many primitive groups which 
have developed their techniques up to the point where the insti- 
tutional limits, more especially of the religious life, make further 
exploitation and elaboration of their techniques impossible; or 
the older institutional life is relinquished and replaced by group 
practices and arrangements more in harmony with the needs of 
their technical equipment. Where further technical develop- 
ment continues, this revision of institutional life is almost inevi- 
table, since the cumulative industrial changes render the customs 
of the traditional group life untenable. 

Seemingly we are today at the point where this revision of 
traditional institutional life is beginning. In the attempt to 
develop the trust, pool, and combination, we see what is probably 
the last stage of elaboration of older institutional customs, for it 
is clear that these endeavors to promote pecuniary operations at 
the expense of industrial and vital requirements are, in truth, 
efforts to establish ceremonialism for its own sake. It should 
not be forgotten that ceremonies and rituals demand attendants 
whose advantages therefrom are not inconsiderable (but tem- 
porary) factors in the course of events. 

If, then, we look upon the movement toward vertical inte- 
gration of industry as part of the process of social evolution, in 
which the older group practices and arrangements are giving 
place to a newer scheme of things, we will perhaps gain a better 
understanding of its significance and its operation. For undoubt- 
edly vertical integration is an attempt to bring together under 
one management the separate stages of the industrial process 
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which technically require unified direction and control. Since 
this technical requirement cannot effectively nor continuously 
be met through buying and selling of goods between separately 
owned stages, however ingeniously and elaborately those pecuni- 
ary operations be conducted, it has become both feasible and 
desirable to bring a number of consecutive stages of production 
under one managerial control. 

Now this process of industrial unification is no simple opera- 
tion of adding on to an existing factory building and organization 
a number of new wings and new departments. The inclusion of 
minor and subsidiary processes, such as repair shops, tool-making 
departments, and the like, in the factory scheme, began several 
decades before the end of the nineteenth century, but it involved 
no great change in managerial practice or social arrangement. 
Shrewd calculation showed that when these minor operations 
reached a certain volume, it was profitable to do the work in the 
plant, instead of contracting it out or purchasing at need. It 
was not, however, until late in the nineteenth century, probably 
first in the oil industry and later in the iron and steel industry, 
that real vertical integration began with the incorporation under 
one management of a number of different stages of production, 
carried on in separate plants at different locations. This, indeed, 
marked a new step, for at once it set a task for management, of 
how to direct and control the operation of several different indus- 
trial processes (or stages) so that they functioned as one process, 
despite the differing techniques and machines involved and the 
distance separating the several plants. 

To meet the needs of this task, there has developed during the 
past twenty-odd years an entirely new technique which is vari- 
ously called cost accounting, administrative statistics, planning 
and control, or industrial engineering. This new technique 
provides a method of managing one or more factories by a system 
of controlling, whereby the advantages (or many of them), which 
seemingly were obtainable only by the individual enterprise and 
initiative of a factory-owner, may be obtained fairly easily. For 
the method of planning and control is to plan in great detail 
what work is to be done and the machinery and personnel to 
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carry out those plans, to delegate the authority to see that the 
plans are carried out, and then frequently and precisely to record 
and measure the results accomplished, the costs incurred, and the 
unfinished portions of the task. By such a technique it becomes 
possible to supervise one or a dozen organizations carrying on 
distinct operations at widely separated locations and to co- 
ordinate them into a single industrial process, so that materials 
flow from plant to plant, from stage to stage, as readily and as 
surely as they pass through a single machine or department." 

In the hands of a trained staff of industrial engineers, the 
operation of an entire industry, formerly conducted as separately 
owned and controlled plants in each stage, becomes a matter of 
bulk and detail, but not an impossible task, as may be seen in 
the Ford Motor Company, which has been integrated back- 
ward to most of the sources of its raw materials, such as iron ore, 
lumber, coal, glass, etc. The United States Steel Corporation 
may be cited as another conspicuous example of vertical integra- 
tion. 

With the several stages of the total industrial process brought 
under one managerial control, with each plant put upon a budget 
of performance and costs and the whole process directed to the 
production of the finished product, it becomes possible to achieve 
that technical co-ordination of process which the pecuniary 
operations of buying and selling could rarely approximate, 
except perhaps for brief intervals and then only with undesirable 
“booms.” 

It is obvious that the development of an integrated industry 
with such a scheme of co-ordinated operation calls for the owner- 
ship or control by some one organization of all other stages. The 
number of possible arrangements for affecting such ownership 
or control is limited only by the legal and pecuniary machinery 
to be used for that purpose. Thus, whether one plant buys out- 
right the factory from which it has previously purchased its 

t The term “science of management” may correctly be applied to this tech- 
nique which discovers the temporal and spatial sequences in the industrial process, 
and by planning and control directs operations of a given quantity according to 
those sequences. Planning, it should be noted, comprehends temporal sequence 
as well as spatial arrangements. 
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supplies or the factory to which it has heretofore sold its product, 
or whether it contrives to establish a control of their manage- 
ment through security ownership, makes little or no difference. 
Apparently, the growing number of corporate organizations, with 
control vesting in a majority of the common stock, not only 
favors the method of financial or security control for effecting 
integration, but also renders the initial task of integration more 
easily accomplished than might otherwise be the case. 

Just because integration of industry is so frequently built up 
by obtaining control through security ownership, its significance 
is apt to be overlooked. For, superficially, the separate cor- 
poration and the formerly independent plant are not in the least 
changed by these financial transactions: the individual corpo- 
rate entities remain, goods pass from one to another by contract 
and sales, and all seems as before, except that the dividend 
recipients have been changed. Yet it is clear that this buying 
and selling and other pecuniary transactions are purely formal, 
merely the observance of the requirements for separate corporate 
entities and their appropriate activities. Beneath these for- 
malities may be seen the central managerial control which is 
co-ordinating the activities of each separate entity and plant into 
a single process, more or less regardless of those proprietary 
rights, which the law and custom demand. This means that 
the operation of any one plant and the activities of its owning 
corporation are governed, not by the exigencies of the markets 
for its supplies and its product, nor by its own expectancy of gain, 
but solely by the requirements of the entire integrated industry 
of which it forms but one functional part. 

Buying and selling at money prices, then, give place to plan- 
ning and control in an integrated industry as a means of indus- 
trial co-ordination. Thus integration implies much more than 
the superficial facts of ownership and security control indicate; 
it is not merely a scheme of pecuniary relationships, but a move- 
ment of technical development, taking effect through credit 
machinery so far as institutional elements (property, income, 
etc.) are concerned, but primarily an industrial methodology. 
That is why it is so significant as contrasted with combinations 
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(or so-called horizontal integration) where the relationships 
between the constituent plants and the objectives sought were 
principally pecuniary. It is probable that the period of combina- 
tion has prepared the way for integration, since the very magni- 
tude of the combinations has made integration forward and 
backward both possible and desirable. 

Integration does affect the pecuniary position of an industry, 
however, and usually to its advantage, although the business 
success or failure of integrated industry is not conclusive as to 
the real merits of integration. For so often the cost accounts 
and records of operation may be favorable, but the industry as a 
business enterprise is a failure, largely because, in the larger 
strategy of financial operations, the enterprise is being exploited 
for other ends. The income accounts and current stock quota- 
tions are not to be taken with too much faith by one who is con- 
cerned with the question of the efficacy of industrial methods. 

The great advantages accruing to an integrated industry, 
which grow cumulatively with the extension of the integration, 
are found in the assurance of an adequate and dependable source 
of supplies, on the one hand, and a certain “market” for its 
product, on the other, for each stage in the industrial process. 
For, as pointed out above, the production in each stage of the 
entire industry is carried on in accordance with a budget, wherein 
are figured the requirements of each commodity in each stage. 
Hence the staff in each plant has a definite task to perform in a 
definite time, with the necessary raw materials and supplies and 
the disposition of its product provided for. To illustrate, the 
budget of production for an industry is prepared by working 
backward; thus 1,000 automobiles will require 1,000 engines, 
4,000 wheels, 2,000 axles, and so on. Each of these parts will 
in turn require so many semi-finished articles, such as castings, 
forgings, stamped forms, and the like, which in turn will require 
so much iron ore, steel, wood, rubber, and similar raw materials. 
Production of these commodities and parts is then scheduled so 
that the various required amounts for each complete car will be 
produced with the necessary synchronization. Thus the pro- 
duction of iron ore, coal, and coke will be carried on at a rate 








190 LAWRENCE K. FRANK 


sufficient to meet the requirements of the blast furnaces producing 
pig iron; this production in turn will be governed by the needs of 
the foundry for castings and of the steel-making plant for plates, 
rods, and bars; and so on with each item entering into the com- 
pleted car. 

It is instructive to contrast this method of co-ordinating the 
several stages of production in an industry, with reliance upon the 
pecuniary relationships of buying and selling, where production 
is governed by fluctuating market prices, a multitude of individ- 
ual contracts or orders subject to cancellation, the guesses and 
expectations of salesmen, and above all by the widespread prac- 
tice of speculative purchasing which alternately overbuys and 
then refrains from buying while using up accumulated stocks. 

It might be said that integration not only supersedes this 
variable personal relationship between producing plants, but 
indeed frees industry and industrial operations from direct 
pecuniary control. 

Of course, it must be added that the full benefits of integra- 
tion cannot be obtained so long as business and pecuniary opera- 
tions are still controlling the economic life generally. But with 
the handicap of operating in a group life still predominately on a 
business basis, the integrated industry obtains its supplies in 
each stage of production at a real cost which includes no margin 
of profit. It is true that on the corporate records the goods 
passing from one plant to another may be entered in the sales 
account at cost plus a profit, but since the profit, if any, goes 
to the integrated industry, in whole or part, this profit addition 
is merely nominal. This means that the final real cost of the 
product sold by an integrated industry will, ordinarily, be less 
than the final cost of a non-integrated product, by the cumulative 
amount of these profit margins. In addition, it is possible in an 
integrated industry to reduce, if not to abolish, inventory accumu- 
lations in the several stages of production (goods passing from 
stage to stage uninterruptedly), thus reducing the amount of 
working capital required in the industry, or increasing the 
“turnover” (cf. the Ford operations). Again, with one plant 
feeding directly into another, the whole machinery of sales 
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(except at the final stage) is eliminated, with a considerable saving 
on sales force, advertising, collections, and bad debts. Moreover, 
with the mobility of capital gained through centralized control 
of the cash and credits of a large industry, the reduced working 
capital required can be used to great advantage through rapid 
transfers, intercorporate advances, and the like. 

The extent to which integration has developed is not known, 
since no systematic inquiry has been made. But from casual 
information it appears to be increasing very rapidly. Chain 
stores are growing at an amazing rate and these chains either 
have, or soon will be, integrated backward, since the very steadi- 
ness of their sales makes integration with the plants producing 
the goods they sell both logical and attractive. The growth of 
integration, or at least of its preparatory steps, may be seen 
indirectly in the situation among jobbers and wholesale distribu- 
tors, who, in almost all trades, are being crowded out by direct 
selling, by purchasing groups of independent retailers (soon to 
lose their independence), and by sales agency contracts between 
producers and retailers (which foreshadow closer relations to 
come). 

To one brought up in that article of faith that individual 
initiative and competitive private enterprise are the foundation 
of sound economic activity, these developments must indeed 
appear ominous. And yet, as the writer has repeatedly remarked, 
integration of formerly independent plants is an inevitable step 
in the evolution of machine industry. For it represents the coer- 
cion of the machine which demands functional co-ordination 
with its technical antecedents and consequents; that is to say, 
integration is coming about because, from the raw state to the 
final form, goods are “‘in process,” whatever may be their legal 
or proprietary status; hence if buying and selling at money 
prices retards or interferes with the operation of the machine 
industry, which each year is growing larger and more technically 
complicated, then buying and selling will be eliminated. Inte- 
gration, therefore, is the form in which the price system, in so far 
as it affects the conduct of industry at least, is being rendered 
obsolete. 
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Viewed with a little perspective, the movement toward inte- 
gration is not so much a new departure as a return to the unified 
direction and control of production which obtained in the days 
preceding the coming of machine industry. As suggested earlier 
in this paper, the ownership and control of materials were usually 
held by one person who hired craftsmen to work them up through 
all the stages from the raw state to finished product. In the 
person of this entrepreneur, the various stages of industrial 
operations were unified and co-ordinated. Then came the 
splitting-up of production with the introduction of machinery 
and its ownership by separate individuals, each of whom bought 
his materials and sold his product to other entrepreneurs. We 
have multiplied and elaborated our pecuniary devices and 
methods to an enormous extent, in the endeavor to make buying 
and selling function adequately as a means of co-ordinating these 
individually controlled industrial operations. The number of 
accessory devices devised to help business men to direct these 
pecuniary operations, such as trade papers, market quotations, 
business forecasts, trade barometers, credit indexes and reports 
and records beyond count, are truly appalling to the thoughtful 
observer, who remembers that scarcely any of these are necessary 
to the conduct of industry as such, but all and many more such 
aids are required to carry on buying and selling of goods, at fluc- 
tuating money prices, between separately owned and managed 
stages of industry. 

It is usual to think of society as divided between producing 
and consuming interests, but we frequently fail to realize the 
magnitude of the pecuniary transactions (measured in sheer 
quantity of materials transferred) which occurs between business 
men as producer-buyers and producer-sellers or distributor- 
buyers and distributor-sellers, in which the final users of the goods 
do not participate. From the point of view of industrial manage- 
ment, these transactions are not only unnecessary but often a 
real obstacle to effective use of industrial equipment, as we see 
in the several periods of business cycles. When we detach our- 
selves from the traditional attitude toward business, it is obvi- 
ously absurd that our industrial activities should be conducted 
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by men who are intent upon deriving the largest pecuniary gain 
from their relations with other managers of industry, through 
bargaining which is continually frustrating a well-balanced 
program of production in all stages of industry. But since this 
state of affairs has been historically derived, it is comprehensible, 
however absurd it may appear technically. 

It may not be amiss to point out here that many business men, 
who repeat the classical notion of the “unseen hand” and extol 
the superior merits of production according to competitive profit- 
seeking, are in the van of those who are running or organizing 
integrated industry, wherein they are adding their bit to the 
obsolescence of the arrangements they praise. 

It is probable that the increasing investment of funds by 
insurance companies, savings banks, and other fiduciary organi- 
zations (principally in bonds) is developing a large impersonal 
interest in industry which is more concerned for continuous, 
regular operation than in fluctuating profits; hence their influ- 
ence will be on the side of integration, even though they exercise 
no direct control. 

The growth of integrated industry is, however, much more 
than an industrial development; it is the continued sweep of the 
industrial revolution, completing, or rather fulfilling, that great 
change in industry and in social life. And it is not unwarranted 
to say that the further extension of integration in the twentieth 
century will probably entail social changes almost as great as 
those witnessed in the nineteenth century. For many of the 
characteristic features of an industrial money economy and its 
accompanying social life will pass away, with the further growth 
of integrated industry. 

For one thing, integration will largely reduce, if not eliminate, 
business cycles, for the simple reason that it will remove business 
from control of industrial processes, thus permitting that con- 
tinuous, non-fluctuating operation which is the peculiar function 
of the machine. Even agricultural operations, which are so 
variable and seemingly beyond man’s control, will be regularized 
so far as production is concerned, since the integration of agri- 
culture with the industries using agricultural products will 
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undoubtedly be accompanied by the development of reserve 
stocks and storage for stabilizing crop yields from year to year, 
thus freeing industrial operations from the risk and uncertainty 
of fluctuating crops. 

A society in which production is carried on continuously and 
fairly evenly will be a society with no periodical unemployment 
crises and hence with less of those socially undesirable concomi- 
tants of unemployment. The large shifts of occupations from 
industry to industry, which occur in periods of expansion and 
contraction, also will disappear, along with fluctuating wage 
rates and earnings. The sudden rise of large fortunes and the 
impoverishment of others will decrease, since the rapid fluctua- 
tions of prices will not occur, to make such social changes possible. 

Looked at in perspective, one might expect to see a return to 
the condition of social stability which obtained from time to 
time in England before the nineteenth century (between the 
various upheavals of lesser magnitude than the industrial revolu- 
tion). But such stability will be something rather new to western 
society, since it is probable that, under a so-called democratic 
government, with an income and inheritance tax, with a decreas- 
ing number of hours of work (capable of considerable reduction 
in a stable industry), and with a large reduction in the number of 
persons engaged in “pecuniary employments” (Veblen), our 
social life will be greatly altered. It is difficult to conceive of 
any part of our social life today which will not be changed by 
integration of industry with all that such a development implies. 

Thus, as we see this onward sweep of the industrial revolu- 
tion fulfilling its inevitable function of reorganizing man’s indus- 
trial activities and hence altering, pro tanto, his social life, the 
significance of what we call integration appears very large indeed. 
Naturally we regard the development of integration as something 
rather daring and experimental, to be viewed questioningly and 
made to prove its right to usurp our accustomed life and pecuni- 
ary methods; but to our grandchildren or great-grandchildren, 
our doubts and hesitation and reluctance will probably seem 
highly amusing, much as we regard the early railroad operations 
where each shipper had his own car and where the ownership of 
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the roads was limited to small local sections, and the movement 
of goods and passengers was largely at the mercy of bargaining 
between rival and connecting owners. The notion of transpor- 
tation as an industrial activity, involving through movement, 
regardless of proprietary rights, has scarcely become established 
even now, as witness the current discussion of the merits of rail- 
road consolidation. But integration of industry and consolida- 
tion of railroads and public utilities and the social changes they 
will necessitate will come; the command of the machine and the 
tool have ever been supreme in man’s affairs and probably ever 
will be. Social theories and philosophies, like all rationalizations, 
will arise to justify the new order of affairs after it has become a 
little more established and, no doubt, an economic theory will be 
developed in due season to minister to this new scheme, as Adam 
Smith and Ricardo, with their successors, have variously upheld 
the virtues and inevitability of the old. 


LAWRENCE K. FRANK 
New Yorx City 





THE EFFECT OF PRICE FLUCTUATIONS 
ON AGRICULTURE 


It is the purpose of this paper to consider the effect of general 
price fluctuations (1) on the purchasing power of farm products 
during the last 130 years, (2) on the economic status of the farmer 
as a property-owner; and finally to survey briefly the outlook in 
view of the present world situation. 

A word as to the meaning of the phrase “purchasing power of 
farm products.” Let us consider first a similar phrase in a differ- 
ent field. We speak, for example, of the purchasing power of 
wages, by which we mean the ratio of money wages to the retail 
prices of the commodities and services purchased by the average 
wage-earner and his family. The retail prices of these goods and 
services are weighted according to their importance in the work- 
ingman’s budget, and thus a cost-of-living index is constructed. 
A purchasing-power wage index thus gives us the changes in the 
wage-earner’s power to purchase consumers’ goods. 

A similar index for farmers would require (1) an index of 
changes in the net incomes of farmers, (2) an index of the retail 
prices of consumers’ goods purchased by farmers and their fam- 
ilies. Neither of these indices is available except in fragmentary 
form and for a limited period. 

The phrase “purchasing power of farm products” obviously 
refers to a somewhat different matter. It might be used to mean 
the ratio of farm-product prices (paid at the farm) to the retail 
prices of consumers’ goods weighted according to the purchases 
made by the average" farmer and his family. Such a “purchasing- 
power” index would by no means be identical with a series show- 
ing the ratio of the incomes of farmers tc the retail prices of con- 
sumers’ goods purchased by farmers. Obviously the fluctuations 


* It may be noted that the “average” farmer, owing to the diversity of regions 
and products, is an even more fictitious person than the “average” wage-earner. 
What is really needed is a special index for each farming region. 
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in net income differ widely from fluctuations in the exchange 
value of farm products, owing, first, to changes in the farmer’s 
profit margin, and, second, to changes in his volume of produc- 
tion. Such an index would therefore not reflect accurately 
changes in the real incomes of farmers. 

A more reliable index would be a series showing the ratio of 
farm-product prices (paid at the farm) to the retail prices of all 
products purchased by farmers (producers’ and consumers’ goods) 
weighted according to the importance of each in the farm budget. 
In such a “purchasing-power” index, cost prices would be taken 
account of as well as consumption prices, but no account would 
be taken of changes in output per farmer. Price margins might 
remain the same, indicating no change in the farmer’s economic 
status, yet his condition might steadily be improving, owing to an 
increase in production. In actual fact the volume of output per 
farmer has shown a marked upward trend, particularly during the 
last sixty years. But it is clear that a purchasing-power index of the 
type just described would tell an important story with respect to 
the changing economic status of the farmer. 

But the data for the construction of such a purchasing-power 
index are not available. As a substitute, we have constructed a 
series from the wholesale prices of farm products and the whole- 
sale prices of general commodities. This “purchasing-power”’ 
index represents, therefore, the ratio of farm-product prices at 
wholesale to general-commodity wholesale prices. It is in this 
sense that the phrase “purchasing power of farm products” has 
been widely used in recent years. At best, however, it is only a 
rough indication of the quantity of products that the farmer is 
able to buy in exchange for his own products. The index in ques- 
tion is, however, more acceptable if we are thinking of the broad 
question of the exchange value of farm products in relation to 
general commodities, and not merely of the special interest of the 
farmer with respect to what he can buy for his products. 

The general-commodity and farm-product price indices used 
in this article are each composed of several distinct series joined 
together to cover a period of one hundred and thirty years. The 
number of commodities used in the several series varies, and the 
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methods of construction, as explained below, are not identical in 
all cases. Moreover, splicing the series together necessarily in- 
volves the conversion of several of the series to a new base year 
far removed from the earlier series. All this implies the possibility 
of a considerable statistical error. The writer does not pretend 
that the result is any more than a rough approximation, the gen- 
eral outlines of which are believed to be sufficiently accurate to 
be significant. 

Chart I and Table I show the purchasing power of farm prod- 
ucts (as defined) for one hundred and thirty years. Two main 
periods and four shorter periods may be distinguished. From 
1790 to 1820, the trend of the purchasing power of farm products 
remained substantially stationary. From 1820 to 1920, except 
for the severe setback in the sixties, the general trend has been 
continuously upward. This long period of a hundred years may 
be broken up into three subperiods which may be distinguished 
by changes in the rate of increase in the purchasing power of 
farm products. From the decade of the twenties to the decade of 
the fifties, the rate of increase was very great, the uniform rate of 
increase being 1.6 per cent per annum. Then came a sharp down- 
ward break in the trend. Starting from a much lower level, the 
trend rose slowly from the decade of the sixties to the decade of 
the nineties at the rate of increase of .4 per cent per annum; while 
from the first decade of the twentieth century to the decade 
1910-109, the rate of increase was 1.1 per cent per annum. In brief, 
then, the érend of the purchasing power of farm products did not 
change materially from the time of the Constitution to the decade 
of the War of 1812; rose rapidly from this period to time of the 
Civil War; dropped abruptly from 1859 to 1862; moved slightly 
upward from the Civil War to the Spanish-American War; and 
then rose with considerable rapidity from the late nineties to the 
end of the world-war. 

These periods correspond fairly well with the main periods into 
which the general wholesale price level may be broken. The first 
(1790-1820) corresponds roughly with the upward trend of gen- 
eral prices, culminating in 1814-17. The second (1820-60) corre- 
sponds with the period of declining general prices culminating in 
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TABLE I—Continued 
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TABLE I—Continued 
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* This index consists of several connected series. For the period 1890 to 
1923, the Bureau of Labor Statistics weighted index of farm products was 
used. For the period 1860 to 1890, the weighted index of corn, wheat, cotton, 
oats, barley, rye, hemp, tobacco, and meat constructed by R. P. Falkner for 
the Aldrich Report was used. This index was carried back to 1791, using as 
weights the aggregate values of these crops for 1860 as given in Senate Docu- 
ment No. 1394, p. 108. Prior to 1840, hemp was omitted. Cotton was omitted 
from 1861 to 1866 inclusive. The data for the period 1840-60 was obtained 
from the Aldrich Report; for the period 1801~40 from the Boston Gasetie and 
Boston Patriot. (Cf. articles by the present writer on “Wholesale Prices 1801- 
40” in Quarterly Publications of the American Statistical Association, December, 
1915, pp. 804-12, and J. of the American Statistical Association, Septem- 
ber, 1924, pp. 377-81.) The data for 1791-1801 were taken from H. V. Roelse, 
“Wholesale Prices in the United States, 1791-1801,” Quarterly Publications of 
the American Statistical Association, December, 1917, pp. 844-45. 

t This index is a simple arithmetic average of seven farm products: corn, 
butter, cotton, barley, wheat (wheat flour, 1801-24), beef, hogs (pork, 1791- 
1840). Cotton was omitted from 1861 to 1866 inclusive. 

t The farm-products price indices were divided by the general-com- 
modity price index composed of H. V. Roelse’s simple —— index 1791- 
1801, A. H. Hansen’s simple average index 1801-40, R. P. Falkner’s simple 
index 1840-90, and the Bureau of Labor Statistics weighted index 1890-1923. 
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1849, then rising in the fifties, but again falling to substantially 
the 1849 level in 1861. The third period (1860-1900) corresponds 
with the falling general price period extending from 1865 to 1897; 
and the fourth (1900-1920) corresponds with the upward trend 
of general wholesale prices from 1897 to 1920. 

But there is no uniform correlation between the general price 
level and the purchasing power of farm products. In the first 
period, general prices rose, while the purchasing power of farm 
products showed no marked upward or downward trend. In the 
second period, the general price trend was downward, while the 
purchasing power trend of farm products was strongly upward. 
In the third period, the general-price trend was heavily downward, 
while the purchasing-power trend was slightly upward. In the last 
period, the trend in both series was markedly upward. Thus we 
have inverse correlation in the second and third periods and direct 
correlation in the last period. 

The upward trend of the purchasing power of farm products for 
a hundred years is remarkable and indeed surprising. Without 
statistical evidence to the contrary, it would probably be assumed 
by most well-informed persons that the purchasing power of 
farm products declined from 1865 to 1890. This was the period 
in which the railroads were opening up enormous tracts of virgin 
land made free by the homestead law of 1862. But it was also the 
period which saw a development of the factory system on a 
stupendous scale. The flood of farm products was fully matched 
by an outpouring of manufactured goods. Had it not been for the 
expanding railroad net and the free land rapidly settled upon, this 
period would no doubt have witnessed an enormous increase in 
the purchasing power of farm products. Instead, the flood of free 
land counteracted the development of machine methods of manu- 
facturing and kept the purchasing power of farm products nearly 
stationary. When the free land was gone, the continuous devel- 
opment of large-scale production and improved processes of 
manufacture brought about a rapid rise in the purchasing power 
of farm products. 

During the first quarter of the nineteenth century, it is not 
surprising that the purchasing power of farm products was exceed- 
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ingly low. Manufacturing was in its infancy. The young nation 
- was for the most part agricultural and, though severed from the 
mother-country politically, was still economically dependent upon 
her for manufactured goods. Then came the protective tariff of 
1816, and the “American system” of Henry Clay, aiming to turn 
a larger proportion of the population away from agriculture to 
manufacturing in an effort to bring about a more favorable balance 
between agriculture and industry. From 1820 to 1860 the factory 
system became firmly established in the textile industry and was 
gradually becoming intrenched in other fields. Moreover, domes- 
tic manufacture in the field of the hand trades was rapidly increas- 
ing. While manufacturing was growing apace, the settlement of 
the West was progressing slowly. The revolution in agriculture 
had not yet come, and the obstacles imposed on rapid settlement 
by transportation difficulties and the purchase of land were con- 
siderable. Such transportation improvements as the period wit- 
nessed, notably the Erie Canal, served to cheapen greatly the 
cost of transportation from land already settled, though to a 
considerable extent these developments served to hasten the tide 
of immigration to new lands. 

Thus from 1820 to 1920 (excepting the sharp break in 1859- 
62), the purchasing power of farm products climbed upward with 
greater or less rapidity, and this remarkable fact was witnessed 
in a century which saw a phenomenal development of agriculture 
both extensive and intensive. This rise in the purchasing power 
of farm products bears testimony to the still greater development 
of manufacturing in Europe and America. The agricultural de- 
velopment probably outran the industrial in the United States. 
But when we consider the world-market, it is clear that manu- 
facturing outran agricultural production. 

Table II shows the price movements of farm products, cloth 
and clothing, and all commodities by decades. It indicates that 
agriculture has run far behind manufacturing in the advance in 
the arts of economical production. Technical progress in the 
textile and clothing industry has been particularly marked. 

Nor were the terrific price upheavals of the century able to 
modify materially this upward trend in the purchasing power of 
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farm products. If, however, we consider the short-run fluctua- 
tions as distinguished from the trends, we shall find that the price 
upheavals have a marked influence on the purchasing power of 
farm products. If we examine the general price curve for the 
United States, it will be seen that there have been eight periods 
of pronounced price declines, beginning at each of the following 
dates: 1814, 1839, 1857, 1865, 1873, 1883, 1893, 1920. Each of 
these periods of heavily falling prices registers an effect on the 
purchasing power of farm products. A heavy drop in the general 
price level produces a corresponding fall in the purchasing power 
of farm products. An examination of the curve in Chart I will 


TABLE II 
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show the following periods of severe decline in the purchasing 
power of farm products, beginning with each of the following 
dates: 1817, 1838, 1859, 1864, 1868, 1875, 1882, 1893, I919. 

Let us look briefly into the causal relationship between these 
movements. Why do falling general prices result in the still 
heavier decline in the prices of farm products which registers itself 
in the drop in the purchasing power of these products? When gen- 
eral prices decline heavily, industrial depression prevails. The 
more precipitate the price decline, the more severe is the de- 
pression. When industry is depressed, the market for farm prod- 
ucts is poor for two reasons: first, because manufacture con- 
sumes a large part of the raw materials produced on farms (80 per 
cent of the raw materials used in manufacture comes from farms), 
and second, because the purchasing power of wage-earners (much 
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of which is applied to farm products directly or indirectly) is low 
in the period of depression due to the prevailing unemployment. 
In spite of this restricted market, farmers are unable to curtail 
production. Agricultural production appears to have little or no 
relation to price cycles, as Chart II shows. The production oscil- 
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lates back and forth according to weather conditions, but there 
appear to be no cycles of agricultural production corresponding 
to the business cycle. If there were, the causal relation would run 
from weather cycles to crop cycles and thence to price and busi- 
ness cycles (as indeed Moore’s theory has it), and not from busi- 
ness cycles to expansion and contraction of production. For the 
farmer is in no position to curtail his production when the market 
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is bad. He has his land and equipment and his own labor as well 
as that of the family. All of these factors may be said to be over- 
head expenses. If he does not utilize these factors, he suffers a 
dead loss. It is better to get something out of these factors than 
nothing, since he has them on his hands anyway. Moreover, the 
product from his individual farm is so small that he cannot hope 
to influence the total supply appreciably by curtailment of pro- 
duction. Thus in the severe depression of 1921, per capita agri- 
cultural production (including cereals, hay, live stock, and dairy 
products) was 99 per cent of the pre-war average, while manu- 
facturing production was only 80 per cent normal.’ 

While the farmers thus continue to produce the normal supply 
of the raw materials of industry, even in the period of depression, 
other factors rigidly control the supply. In a period of depression, 
wage-earners do not go out on a program of selling all their labor 
at whatever price it will fetch. They prefer unemployment to a 
precipitate decline in wages. Entrepreneurs curtail production in 
the face of a falling market. This curtailment checks the extent 
of the decline in the selling price of the manufactured goods. The 
farmers, however, totally unable to control supply, find them- 
selves in the position of residual claimants. Throwing their com- 
modity on the market in undiminished volume while other groups 
are curtailing supply, they suffer an adverse purchasing-power 
ratio.2 It would be interesting to know how low wage rates would 
have fallen in 1921 if wage-earners had insisted on selling their 
full labor supply at whatever rates it might fetch. 

It is sometimes argued that high wage rates in the depression 
period are favorable to farmers, for it is thought that the high 
wage rates will enable the wage-earners to furnish a good market 
for farm products. But unfortunately, high wage rates do not 

* Similarly, farmers cannot readily increase production, as manufacturers do, in 
periods of prosperity. From 1916 to 1920 the per capita production of cereals, hay, 
live stock, and dairy products (weighted average) was less than 4 per cent above the 


pre-war average for 1909-13. Cf. E. E. Day’s indices of production in the Harvard 
Review of Economic Statistics, on which these figures are based. 
2 This argument can, however, easily be overstressed. Probably the failure to 


control supply is not as important a factor as the collapse of demand for raw ma- 
terials, both agricultural and mineral. This point is discussed more fully later. 
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help an unemployed man to buy commodities. It is the wide- 
spread unemployment that causes low purchasing power despite 
high real wage rates in the depression period. Now labor is no 
doubt justified from a long-run point of view in resisting wage 
reductions at all costs, but it cannot be claimed, as we see it, that 
these high wage rates are favorable to farmers. Labor and the 
raw materials of farms constitute the chief prime costs of indus- 
try. They share in the value of the product according to the rela- 
tive supply of each. If labor curtails its supply (chooses to remain 
unemployed rather than accept lower wages) while farmers throw 
the full supply of their commodity on the market, the share that 
goes to the farmer will be inordinately low. Thus we find that in 
each period of heavily falling prices, the purchasing power of 
wages rises, while the purchasing power of farm products falls. 

Let us examine the various periods of falling general prices in 
detail. The first period of rapidly falling prices (beginning with 
1814) does not run quite true to form. The purchasing power of 
farm products at first rose rapidly, and did not begin to fall until 
1817. But it will be remembered that immediately upon the close 
of the War of 1812 and the Napoleonic Wars in Europe, England 
unloaded huge quantities of manufactured goods in the United 
States, causing a precipitate decline in the prices of these com- 
modities. Hence for the time being the purchasing-power ratio 
was favorable to farm products. After 1817, when general prices 
again fell precipitately, this factor had ceased to operate, and 
then the decline in the purchasing power of farm products, which 
normally would be expected in a period when general prices were 
heavily falling, came into evidence. 

In the next period (1839) the purchasing power of farm prod- 
ucts behaved normally. The curve started downward after 1838, 
one year before the fall in general prices. This is the normal rela- 
tionship. Prices of producers’ goods antedate in their movements 
the prices of consumers’ goods, and raw materials antedate fin- 
ished products. Farm products fall in the class of raw materials on 
the one hand and producers’ goods on the other. The price move- 
ments of these commodities therefore precede the general price 
movement. The prices of producers’ goods and of raw materials 
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precede because the crisis first shows itself in the industries far- 
thest removed from the consumer. This is due to the increasing 
violence in the fluctuations in demand the farther the market is 
removed from the consumer back to the retailer, the wholesaler, 
the manufacturer of finished products, the manufacturer of semi- 
finished and raw materials. The farther the market is removed 
from the consumer, the greater the overstocking. It is these 
heavily overstocked markets that first experience the price de- 
cline. Thus changes in the prices of farm products, the raw ma- 
terials of manufacture, precede changes in the general price level. 

Other periods that behaved normally are 1883 and 1920. 
Minor movements that behaved normally occurred in 1903 and 
1913. The effect of minor business-cycle movements on the pur- 
chasing power of farm products is frequently completely counter- 
acted by other factors, such as the fluctuations in agricultural 
production. Thus, the short crops of 1907 and 1908 prevented the 
decline that might otherwise be expected in the purchasing power 
of farm products. 

In 1857 the simple average index of the purchasing power of 
seven farm products fell simultaneously with the general price 
level. Our weighted average did not decline until after 1859. This 
was due to the abnormal behavior of corn, which rose to a high 
point in 1859. The other commodities behaved quite normally. 

The irregular and violent fluctuations in the sixties were 
probably due largely to the industrial disturbances caused by the 
Civil War. The purchasing-power index perhaps exaggerates 
these irregularities, owing to the fact that cotton is included in 
the farm-price indices from 1867 on, but excluded from 1861 to 
1866. 

Following the panic of 1873, the purchasing power of farm 
products rose, owing to a short crop, and did not decline until 
1875, when the decline in general prices became intensified. The 
purchasing power of farm products ruled low during the deep 
depression of the late seventies. 

There remains only the period of the early nineties. Here the 
general price level turned down after 1889 and again after 1893. 
The purchasing power of farm products started downward in 1891 
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and again in 1893, continuing downward during the prolonged 
depression which terminated in 1897. 


TABLE III 





rts of Grain 





100 

67 
IgI 
168 
149 
171 
173 
169 
222 
201 
Tog 

96 
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* Sources: Population figures from the National Bureau of Economic Research; production cal- 
culated from E. E. Day’s data in Harvard Review of Economic Statistics. 


t “Live stock and dairy products” include: cattle, calves, hogs, sheep, wool, milk, poultry, and 


t “Crops” includes: corn, cotton, hay, wheat, oats, barley, rye, rice, white potatoes, sweet pota- 
toes, sugar beets, apples, peaches, oranges, and tobacco. aa 
§ “Cereals” includes: corn, wheat, oats, barley, rye, and rice. 


Our curve shows, therefore, that the recent fall in the purchas- 
ing power of farm products is nothing new. The years 1817, 1838, 
and 1859 saw just as serious declines, while in other periods of gen- 
eral falling prices similar movements, though of less severity, oc- 
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curred. We do not need to look to the European situation, there- 
fore, to explain the present predicament of the farmers. In fact, 
from 1920 to 1922 the exports of farm products exceeded the pre- 
war exports, as shown in Table III. Nor is it true that there has 
been any abnormal increase in the production of farm products be- 
cause of the war. This is indicated not only in Chart II, which 
shows per capita crop production, but also in Table IV, which 
includes crops, live stock, and dairy products. This table shows 
clearly that there has been no increase in the per capita produc- 
tion of crops, nor has there been any important increase in the 
per capita production of live stock and dairy products, except in 
the two years 1918 and 1923. In the period of the most serious 
collapse of farm-product prices (1920-22), the per capita produc- 
tion of cereals, hay, live stock, and dairy products was only 2 
per cent above the pre-war average. The average for all farm 
products (including fruits and cotton) was slightly below the pre- 
war average. This was due to the severe decline in the production 
of fruits and cotton in 1921, which brought the “all crops” aver- 
age index down to 88, while the production in other lines was 
substantially normal. 

It is difficult to see that the low purchasing power of farm 
products in 1920-22 can be attributed either to the European 
market or to overproduction.' The explanation is to be found 
rather in the failure of domestic demand. There was indeed a 
surplus that had to be disposed of in the foreign market, but the 
surplus was caused not by overproduction, but by the demand 
situation in the home market.? Europe, in spite of the post-war 
situation, was able to absorb a much larger quantity of our 
products than before the war. It is true that an exceptionally low 
price was required to induce Europe to take these quantities, but 
it must not be forgotten that a correspondingly low price pre- 
vailed in the United States. 

The importance of the collapse in the domestic demand is fur- 
ther illustrated by the fact that other basic commodities suffered 


tIt is undoubtedly true, however, that the large crop of 1920 made a bad 
situation worse. 

2 With respect to this point E. G. Nourse’s argument appears to be highly 
questionable. See American Agriculture and the European Market, pp. 77-78. 
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much the same fate as farm products. Thus the metals group 
price index fell as low in 1921-22 as farm products. Particularly is 
it to be noted that copper," representing an industry highly organ- 
ized, suffered a collapse in price closely comparable to that of farm 
products. 

With industrial revival, the home market for farm products 
improved, the result being that farm-product prices, beginning 
with 1922, gained substantially on other commodities. The pre- 
war relationship has, however, not yet been reached. As the home 
market improved, the exports of grain fell off heavily, being less 
than half as large in 1923-24 as in 1921-22. The exports of meat 
products, however, reached an even higher level than in 192c-22. 
Moreover, in 1923 the per capita production of animal and dairy 
products reached an unprecedentedly high figure—nearly 20 per 
cent above the pre-war period, and much higher than 1918, the 
banner war year. Thus since 1923 it may properly be argued that 
overproduction is a factor in the price situation; unquestionably it 
has retarded the price readjustment and has prevented farm-prod- 
uct prices from swinging as rapidly as they otherwise would back 
into line with the general price level. 


So far we have been considering the effect of price fluctuations 
on the purchasing power of farm products, which is one of the 
important factors affecting farmers’ incomes. We have now to 
consider another and probably still more vital effect of price 
fluctuations on the farmers’ economic welfare. The farmer is a 
property-owner, and as such, the fluctuations in the value of 


* Cf. the very enlightening article on “The Decline of Prices of Cereals,’ by 
Alonzo E. Taylor, in the Journal of Farm Economics, October, 1922. In spite of the 
fact that the production of copper was rigorously curtailed, and the accumulated 
stocks were not thrown on the market, but were pooled and funded through an 
issue of gold notes, copper declined in price as severely as did the cereals. This sug- 
gests that the explanation is to be found in the conditions of demand more than in 
the conditions of supply, and that agriculture is not to be viewed as a special case, 
but rather as an industry furnishing products that fall in large part in the broader 
category of basic commodities. As is well known, the prices of raw materials fluctu- 
ate more violently in the business cycle than the prices of finished goods. This is due 
to the greater fluctuation in the demand for the former than for the latter. In the 
period of depression, the demand for consumers’ goods is supplied in large part from 
stock, and thus the market for producers’ goods and raw materials is severely cur- 
tailed. 
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money may make or break him. At the present time, for example, 
it is not the low purchasing power of farm products that is re- 
sponsible for the foreclosure sales and bankruptcy; it is the high 
price paid for land at the peak of the recent price movement. 
Or, to put it in another way, it is the fact that the farmer’s money 
income (not purchasing-power income) has not maintained its 
1919 level, upon which expectancy the land was bought—it is 
this fact that is the seat of the trouble. Even though the purchas- 
ing-power income were as great as in 1919, the farmers’ difficulty 
would be nearly as great in many cases as it is today. Overcapi- 
talization of land values in view of the existing money incomes is 
the great evil. 

From 1865 to 1877, the trend of the purchasing power of farm 
products was slightly upward; but the money value of farm prod- 
ucts was heavily falling. The real income of the farmers was not 
falling in this period. Yet it was a period of “hard times” for 
farmers. As property-owners they were being subjected to a con- 
stant process of confiscation, accomplished through the constant 
fall in prices. 

The ambition of every American gainfully employed in agri- 
culture is to become a landowner, and farmers who are already 
landowners naturally put their further savings into the only kind 
of investment they know anything about, viz., land. Rarely is the 
purchaser of land able to advance the entire purchase price. 
Mortgage indebtedness is therefore the usual lot of farm-owners. 
Let us suppose that a farmer bought a piece of land for $20,000 
in 1867 and that he mortgaged it for $10,000. By 1878 the prices 
of farm products had fallen to just one-half the 1867 level. 
Then there was a considerable rise in the early eighties, followed 
by a decline to still lower levels in the late eighties and the 
nineties. The trouble was not with the purchasing power of the 
farmer’s money income. The trouble was with the number of 
dollars in the farmer’s income. The number of dollars had severely 
declined. His fewer dollars would buy just as much in current 
goods, but unfortunately the mortgage did not shrink along with 
other prices. He received fewer dollars for his products; he paid 
fewer dollars for clothes, horses, machinery, lumber, etc.; but he 
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still had to pay the same number of dollars on his mortgage. If 
the farmer had not been in debt, his real income would have been 
as favorable as in any previous period. Certainly the purchasing 
power of his products averaged as high as ever before (with the 
single exception of the prosperous decade of the fifties), as Table 
V, which gives the purchasing power of farm products by decades, 
will indicate. But being compelled to pay interest on the mort- 
gage, which refused to shrink along with other money values, his 
real net income was in fact constantly being reduced with the 
decline in the size of his money income. 


TABLE V 


Purchasing Power of Farm 
Products, Weighted Index, 
1913 = 100 


Moreover, this decline in prices brought with it a decline in 
the price of land per acre. The farm-owner’s equity was being 
squeezed out. A 50 per cent fall in the price of land would con- 
fiscate all the property of a farmer who had paid cash for one- 
half the purchase price of his land. Thus it is because the farmer 
is a property-owner that he suffers in declining price periods. 
Falling prices confiscate his property and reduce his net income, 
owing to the fixed mortgage charges. 

Nor is a period of rising prices altogether an unmixed blessing 
to the farming population. True, in such periods the mortgages 
dwindle away relatively to the rising money incomes. But here 
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again the evil of overcapitalization appears. In such periods land 
is valued not on the basis of its present income, but on the expec- 
tation that the rental value of the land will continue to rise. Thus, 
in the period before the world-war, the land was frequently pur- 
chased for twice the value warranted by the current rental value. 
Thus, while prospective purchasers—renters who were struggling 
to climb up into the land-owning class—could hope that their 
money incomes would climb up on their debt obligations with the 
rise in prices, the advantage of this was already discounted in the 
excessive price paid for the land at the outset. Thus it was the 
rising price level from 1897 to 1920 which caused the overcapital- 
ization of land under which farmers now suffer. When the antici- 
pated increase in farm product prices fails or, worse yet, is con- 
verted into a precipitate decline such as 1920-22 witnessed, the 
farmer is left stranded high and dry with his highly capitalized 
land. 

Even though the general price level were stabilized, the prices 
of farm products might still rise, owing to increasing population 
pressing upon a limited land supply. The expectancy caused by 
this increase would no doubt result in overcapitalization of land 
from the standpoint of present earning power, but such an ex- 
pectancy would at any rate be far more firmly grounded than 
expectancies based in large part on such arbitrary upheavals in the 
general price level as we have experienced for one hundred and 
thirty years. If the general price level were stabilized, no such 
violent discrepancies between rental value and capitalized value 
would develop as farmers have suffered under for over a century. 

Agriculture will probably be affected adversely for some time 
to come by the transition through which we are passing from a 
favorable to an unfavorable balance of trade, so-called. The pres- 
ent position of the United States as a creditor nation encourages 
imports and discourages exports. Exporting industries are there- 
fore adversely affected unless they happen to produce those com- 
modities which will be in increased demand in the domestic mar- 
ket owing to the enlarged purchasing power consequent upon be- 
coming a creditor nation. Such a shift in the distribution of the 
world’s income between the different nations as we are now wit- 
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nessing as a result of the war can scarcely fail to change consider- 
ably the currents of demand within each nation. Yet the influ- 
ence of this factor upon the future of American agriculture can 
easily be overestimated. The shift in demand is not likely to 
affect agriculture nearly so much as it would an exporting indus- 
try which had been accustomed to supply foreigners with luxury 
products. Germany’s demand for luxuries will presumably be 
greatly restricted for many years to come, but her demand for 
agricultural products is not likely to decline in the same degree, 
though there will probably be a substitution of cheaper foods for 
the more expensive. Nor is it likely that agriculture will assume 
a position of much greater importance in Germany. Presumably 
her resources will be used to the most economical advantage in 
view of the domestic and foreign demand. Her manufacturing 
industries will likely continue to flourish, supplying the increased 
foreign market growing out of the increased purchasing power of 
her creditors. The new foreign demand may not call for the 
identical things formerly supplied in the domestic market, but a 
change in the things produced does not imply any necessary de- 
cline in her manufacturing industries as a whole. 
Atvin H. HANSEN 
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CREDIT ASPECTS OF THE AGRICULTURAL 
DEPRESSION, 1920-21. II 


II. THE NECESSITY FOR STOPPING CREDIT EXPANSION 


The demands of war financing and of the business boom which 
occurred during 1919 had practically exhausted the credit re- 
sources of the banks of the country. The great increase in the 
price level was requiring more than twice as much credit to carry 
on the same volume of business in 1920 as it did in the years 
preceding the war. The banks of the country were borrowing 
heavily from the Federal Reserve banks, and the resources of these 
institutions were being rapidly used up. If an expansion should 
take place during 1920 similar to that which occurred in 1919, the 
reserves of the Federal Reserve banks would fall below the mini- 
mum required by law. Obviously, some control had to be exer- 
cised over this expansion.- The Federal Reserve Board, in its 
Sixth Annual Report, summarized this situation very well in the 
following terms: 

The expansion of credit set in motion by the war must be checked. 
Credit must be brought under effective control and its flow once more regu- 
lated and governed with careful regard to the economic welfare of the coun- 
try and the needs of its producing industries Deflation, however, 
merely for the sake of deflation, and a speedy return to “normal”’—deflation 
merely for the sake of restoring security values and commodity prices to their 
pre-war levels without regard to other consequences would be an insensate 
proceeding in the existing position of national and world affairs . . . . radical 
and drastic deflation is not, therefore, in contemplation nor is a policy of 
further expansion. Either course would in the end lead only to disaster and 
must not be permitted to develop.* 


This statement, together with many other utterances of the 
Board which were given from time to time, shows rather clearly 
that there was no intention on the part of the Board to deflate 
the credit structure just for the sake of bringing the country down 
to a lower price level. Without any regard at all for price levels, 

* Sixth Annual Report of Federal Reserve Board, 1919, pp. 71-72. 
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or even for the security back of the loans, the reserve position 
of the Federal Reserve banks required that the credit expansion 
which had been going on ever since the beginning of the war 
should stop or we would be forced off the gold standard. Today, 
with our great plethora of gold, it is rather difficult to visualize 
such a banking condition. But in the spring of 1920 our bank 
reserves were getting so low as to cause concern. Table I shows 


this very clearly. 
TABLE I 


Ratio or Cash Resources TO NET DEPOSITS AND 
FEDERAL RESERVE Note LIABILITIES OF 
TWELVE FEDERAL RESERVE BANKS 








1919 1920 





January 31 53 44.5 
February 28 ‘ 42.5 
42.7 
42.4 
42.7 
43-6 
44.2 

’ 43-2 
September 26 . 7 43-6 
October 31 : 43-1 
November 28 ’ 44.4 
December 26 8 45-4 











Professor Kemmerer, of Princeton, compiled statistics for our 
whole banking system which showed that the ratio of cash re- 
serves to total deposits had decreased from 11.7 per cent in 1913 
to 6.6 per cent in 1919.* Obviously, from a purely banking stand- 
point a situation of this kind was dangerous. It had been brought 
about through the inflation caused by the war financing and the 
speculative era which followed close upon the cessation of hos- 
tilities. Inflation of prices, credit, and speculation continued at 
a more rapid rate during 1919 than during the actual hostilities. 
Such a tendency could not continue forever if we were to remain 
on a gold standard. Eventually a halt had to be called. 

The Federal Reserve Board was confronted in the beginning 
of 1920 with the task of apportioning the available Reserve-bank 
credit among the various industries of the country. The resources 
of the banks were running low, the demand for rediscount was 


* Seventh Annual Report of the Federal Reserve Board, 1920, p. 604. 
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heavy, and it was necessary that the Reserve banks conserve 
their resources. To stop the further expansion of credit with as 
little injury as possible to the legitimate business of the country 
and without the curtailment of essential production was the task 
which confronted the Federal Reserve Board. 

Two problems presented themselves to the Board in connec- 
tion with this task. In the first place, inasmuch as there was not 
enough credit to accommodate all those who asked for it, some 
means had to be devised for allocating the proper amount to the 
various member banks. In the second place, the Board had to 
decide whether any special consideration should be granted to any 
one industry. The first question was settled by deciding that each 
member bank was entitled to accommodation at the Reserve bank 
in proportion to its contribution to the lending power of the Re- 
serve institution. The contribution of a member bank was to be 
measured by the amount of money it had on deposit with the 
Reserve bank, plus its quota of the paid-in capital stock. Accom- 
modation was allocated to the member banks in direct proportion 
to this contribution.' This decision on the part of the Board in- 


directly settled the second question. All industries were to be 
treated alike, irrespective of their needs. 


Ill. DISCOUNT POLICY OF THE FEDERAL RESERVE BANKS 


Early in 1920 the Board entered upon its policy of raising the 
rediscount rates on commercial paper. By the end of the year, 
7 per cent was the average rate on commercial paper discounted 
at the five Federal Reserve banks located at Boston, New York, 
Atlanta, Chicago, and Minneapolis. Six per cent was the rate at 
the other Federal Reserve banks. In order to exercise further con- 
trol over the extension of the Reserve-bank credit, the Board 
secured the passage of the so-called Phelan Act. This act estab- 
lished a basic line of credit for each bank beyond which it had to 
pay a progressively higher rate. At this time about one-third of 
the member banks were borrowing heavily, one-third were bor- 
rowing moderately, and one-third were not using Federal Reserve 


* This was true for all the Reserve banks except Dallas. For this bank the 
capital and surplus of the member bank was used as the basic line. 
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funds at all. In view of this situation, the Board felt that some 
banks were getting too much credit and were using it unwisely in 
their respective communities. In order to put a check upon this, 
the Board inaugurated progressive discount rates. The adoption 
of this progressive rate, however, was not mandatory upon the 
Federal Reserve banks. They could adopt it if the directors of the 
bank thought it advisable, or they could disregard it. The four 
Reserve banks located at Atlanta, Kansas City, St. Louis, and 
Dallas put it into operation. 

The basic line allotted to each member bank by the Reserve 
banks of Atlanta, Kansas City, and St. Louis was fixed at a figure 
of two and a half times 65 per cent of the average reserve kept 
by the member bank, plus the amount of its capital stock in the 
Reserve institution. The Dallas bank fixed its basic discount line 
at the sum equal to the paid-in capital and surplus of the member 
banks. The penalties adopted were the same for all four banks. 
They consisted of an increase of .5 per cent in the rate for each 
25 per cent by which the bank’s discount rose above its basic line. 
Thus, if the Reserve bank’s discount rate was 7 per cent and the 
member bank’s basic line was $60,000, the member bank would pay 
7 per cent on the first $60,000 rediscounts at the Reserve institu- 
tion, 7.5 per cent on the next $15,000, 8 per cent on the next 
$15,000, 8.5 per cent on the next, and soon. By raising the general 
rate of discount and by enforcing the progressive rates, the Board 
hoped to put a check on any undue expansion of credit in 1920. 

When the Board inaugurated its policy of raising the discount 
rates, agricultural prices were high and increasing. The high rates 
had been in effect only a few months when these prices began to 
decline. Consequently, a great many farmers assumed that the 
relation between these two things was one of cause and effect. 
They assumed that the high rediscount rates were the cause of 
the precipitous decline in prices. As a result, the Federal Reserve 
Board was accused of deflating the farmers and of bringing on an 
agricultural depression. The Federal Reserve banks were charged 
with unduly restricting the credit granted to agriculture and of 
curtailing their loans to country banks so that credit was absorbed 
by the financial centers at the expense of the rural communities. 
This charge calls for an examination of certain facts. 
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The joint Commission of Agricultural Inquiry found that be- 
tween May 4, 1920, and April 28, 1921, the borrowings from the 
Federal Reserve banks by member banks located in agricultural 
counties had increased $127,600,000, or 56.6 per cent. During this 
same time the borrowings by banks in semi-agricultural counties 
had remained practically stationary, and the borrowings by banks 
in non-agricultural counties actually had declined $629,100,000, 
or 28.5 per cent.' Out of a total liquidation of member-bank loans 
amounting to $882,000,000, 94 per cent, or $827,000,000, was by 
banks located in the non-agricultural counties. During this year, 
on the whole, there was practically no liquidation in the agricul- 
tural districts. 

The interbank borrowing between the Federal Reserve banks 
also goes to show that these institutions did not discriminate 
against agriculture. Throughout 1920 and part of 1921 the Fed- 
eral Reserve banks of Richmond, Atlanta, St. Louis, Minneapolis, 
Kansas City, and Dallas were borrowing large amounts from the 
other Federal Reserve banks located in the large financial and in- 
dustrial centers. This in itself is abundant evidence that the Fed- 
eral Reserve system was operating to help the banks located in the 
agricultural districts rather than to harm them. If it had not been 
possible for these banks to borrow from the banks located in the 
large money centers, the pressure for liquidation of loans in the 
country districts would have been much more severe. Table II 
shows what the reserve ratio of each Federal Reserve bank for the 
years 1920 and 1921 would have been had each bank been forced 
to rely upon its own resources and unable to borrow from other 
Reserve banks. An examination of this table shows clearly that 
it was the ability of the Federal Reserve banks located in the 
indusirial centers to lend funds to the Reserve banks located in 
the agricultural districts that kept our banking system intact and 
prevented a breakdown in our credit structure. 

It was the normal thing to expect that Federal Reserve accom- 
modation to member banks in the agricultural districts would in- 


t For this purpose the counties were classified as agricultural when the value of 
their products was estimated to be not less than 80 per cent agricultural; semi- 
agricultural when the value of their products was between 50 and 80 per cent agricul- 
tural; and non-agricultural when the value of their products was less than 50 per 
cent agricultural, 
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crease during 1920-21. Nothing short of a panic could have pre- 
vented this. The problem that had to be faced was: Were the 
resources of the Federal Reserve banks adequate to extend this 
additional amount of credit, or was a contraction necessary? Cer- 
tainly in the fall of 1920 the Reserve banks were in no position 
to extend credit farther on any large scale. Loans and discounts 
of member banks to their customers, as well as the loans of the 
Reserve banks to the member banks, stood at their highest point 
in October, 1920. Reserves were running low, prices were falling, 
and the security back of our bank loans was being impaired. Such 
conditions naturally call for a curtailment rather than an expan- 
sion of loans. 

The only question remaining was whether a curtailment in the 
loans to agriculture was necessary. The real answer to this would 
seem to rest in the proportion of the total amount of Federal 
Reserve credit that was going into agriculture. If agriculture was 
getting more than its share of the Reserve-bank funds, then it 
was evident that some pressure to curtail would be in order. On 
the other hand, if the country banks were not getting their proper 
share of credit from the Reserve banks, then one might say that 
agriculture was being discriminated against by the Reserve-bank 
management. 

Taking the contributions that the member banks make to 
the resources of the Reserve banks as a fair basis for the allocation 
of the credit of the Reserve banks, the country banks were receiv- 
ing back their proper proportion of credit. There are, however, no 
reliable statistics available to show the absolute amount of Federal 
Reserve bank credit which was used by the different industries of 
the country. From such classification as the Reserve banks have 
of their loans, it is impossible to obtain conclusive evidence 
that their loans were equitably distributed among the various 
industries. However, to assert that the banks of any state were 
being discriminated against because one bank in New York bor- 
rowed more from its Federal Reserve bank than did all the banks 
of the state of North Dakota from their Reserve bank is to show 
a gross misunderstanding of Reserve banking. The capital stock 
and surplus of this New York bank was greater by far than the 
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combined capital stock and surplus of all the North Dakota 
banks. Consequently, its required reserves kept in the Federal 
Reserve bank and the amount of capital stock it owned in that 
bank made a larger contribution to the loaning power. From a 
banking point of view, then, this large bank was entitled to 
borrow more from its Federal Reserve bank than were all the 
banks of North Dakota. 

As a general rule, the only equitable way a Reserve bank can 
allocate its credit among its member banks is in proportion to the 
contributions that these member banks make to its loanable 
power. Using this as a principle upon which to pass judgment as 
to the fair distribution of its credit, the Federal Reserve Bank of 
Chicago made a study of all its loans to member banks to see if 
it could find any evidence that it had discriminated against 
agriculture. It took all the loans which it made to the member 
banks of Iowa between July 2, 1920, and October, 1921, and com- 
pared them with all the loans which it made to the member banks 
of Chicago. It found that the percentage of loans to reserve de- 
posits was higher for the member banks in Iowa than it was for 
the member banks in Chicago. In other words, on the basis of 
the contribution which the member banks of Iowa were making 
to the resources of the Chicago Reserve Bank, they were borrow- 
ing back over 100 per cent more than were the banks of Chicago." 
Certainly these figures for the Chicago Federal Reserve Bank 
show that that institution was giving a fair share of its loanable 
resources to the member banks of the greatest agricultural state 
in the Union. Such figures as there are available afford no cause 
for thinking that any of the other Reserve banks did otherwise. 

However, the attempt to allocate credit to the member banks 
through fixing basic lines and the charging of progressive rates 
by the Reserve banks was a mistake both from a theoretical and 
from a practical point of view. Obviously, of course, the lending 
power of the Reserve bank is limited, if the country is to remain 
on a gold standard. The amount of its capital and the deposit 
contribution of its members in the shape of gold and lawful money 

* J. B. McDougal, governor, Federal Reserve Bank of Chicago, “Agricultural 


and Commercial Loans,” Annals of the American Academy of Political and Social 
Science, XCIX (January, 1922), 199-203. 
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determine its lending power. Now, if all the member banks should 
desire to borrow from the Reserve banks the maximum amount at 
the same time, these institutions would have to devise a way to 
allocate to each member bank its pro rata share of the Federal 
Reserve bank’s lending power. This is the theory underlying the 
basic line method of apportioning reserve bank credit. 

In operation, however, the member banks do not all borrow 
at the same time, nor do they desire to borrow all the time the 
maximum amounts to which they are entitled. Consequently, 
some banks can borrow more than their basic line entitles them 
to. And there is no good reason why they should not do so. Rural 
banks, whose demand for loans is markedly seasonal, should be 
permitted during certain times to rediscount more than their basic 
amount in order to take care of their seasonal demands. Like- 
wise, if a certain section of the country is severely hit by a depres- 
sion which for the time endangers its banking structure by “freez- 
ing its assets,” it is the duty of the Federal Reserve banks to come 
to the aid of that section. No rigid formula of credit allocation 
among the member banks can take cognizance of these unusual 
conditions. 

In discussing the question of rediscounting paper with the 
Federal Reserve banks, Paul M. Warburg, a former member of 
the Board, after suggesting that the largest banks of the country 
should rediscount very sparingly with the Federal Reserve banks 
and only for special reasons, said: 

For the small banks we would lay down a very different code of ethics 
than for the large banks. Where to the latter we ventured to suggest that 
they use their rediscount facilities as sparingly as possible (perhaps by redis- 
counting only the very short maturities), we would say to the small country 
banks: “Use your rediscount facilities unhesitatingly and freely in certain 
seasonable periods with these restrictions only: don’t exceed a reasonable 
limit indicated by a safe proportion to your own resources; don’t borrow all 
the year around; liquidate your rediscounts with the Federal reserve system 
entirely, at least once every year, when the seasonal demand is over; for the 
Federal Reserve System is not designed to furnish you permanently with 
additional working capital, or—to put it another way—to permit you 
chronologically to encroach upon your reserves by being a perpetual borrower 
from the System." 


* “The Federal Reserve Banks and the Open Market for Acceptances,” Harvard 
Business Review, I (1923), 265. 
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This is clear recognition of the necessity for treating some banks 
in the system differently from others. Rural banking is carried on 
under different conditions from those of banking in the large 
money centers of the country. But if careful study is given to the 
requirements of the various industries and sections of the country, 
the Federal Reserve system can be made to serve both very satis- 
factorily in periods of depression as well as prosperity. 

The adoption of the progressive rates was also responsible for 
a great deal of hostility toward the Federal Reserve system. No 
sooner had they been put into force than a great cry arose to the 
effect that the Federal Reserve banks were making huge profits at 
the expense of the hard-pressed small country banker. Much was 
made of the fact that one little bank that let its reserve almost 
reach zero was made to pay 87.5 per cent on part of its borrowings. 
A much better plan of restricting credit and one more in keeping 
with the theory of Reserve banking would have been for the vari- 
ous Reserve banks to have refused outright further extensions of 
credit to those institutions which were demanding more than the 
best interests of their communities required, but to charge the 
same rate on all the credit that they did give to any bank. In 
other words, it is the function of a Federal Reserve bank to tell 
its member banks how much credit they are entitled to and to 
refuse further extensions when necessary. 

After a member bank gets into an overextended condition, it 
is quite useless to penalize it. All that can be done then is to help 
such a bank work out of its inflated position. High interest rates 
cannot hasten liquidation any faster than the industrial conditions 
of a community permit." Any attempt to force a more rapid 
liquidation leads to a panic. Economic conditions demanded an 
expansion of Federal Reserve bank credit in the agricultural states 
during 1920-21. It was only following sound banking practice 
that such an expansion took place. Critics of the Federai Reserve 
system should not deny what are the facts, nor should the Federal 


* The Joint Commission of Agricultural Inquiry came to the conclusion that 
no relation at all could be found between the amount and rate of deflation and the 
application of the progressive rate. The rate of deflation in the Federal reserve 
districts was primarily controlled by industrial conditions and not by interest rates. 
Report of the Joint Commission of Agricultural Inquiry, Credit, Part II, H.R. 408, 
67th Cong., rst Session, p. 68, 1921. 
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Reserve authorities attempt to give the impression that they 
favored agriculture by such an expansion. 


IV. CAUSES FOR THE CREDIT STRINGENCY IN THE 
AGRICULTURAL SECTIONS 

The fact that the Federal Reserve banks did not restrict 
credit in the agricultural districts does not mean that the farmers 
did not suffer from a real credit stringency in 1920-21. It does 
prove, however, that the great drop in agricultural prices was not 
caused by restriction of credit by the Federal Reserve banks to 
the country member banks. This is very evident, for prices de- 
clined long before there was any decline in the total volume of 
rediscounts in the Federal Reserve banks. The volume of credit 
extended by the twelve Federal Reserve banks did not reach its 
maximum until October 20, 1920. Prices had been declining for 
several months previous to this. So far as the country communities 
were concerned, Federal Reserve bank credit did not fall off any 
until the very close of 1921. 

The rapid decline of agricultural prices was the fundamental 
cause of the credit stringency in the agricultural districts. In the 
midst of an economic condition where the price level fell as 
rapidly as it did in 1920-21, it was inevitable that the banks of 
the country would suffer a severe strain. For a time there was real 
danger of a panic. The price drop was sufficient to wipe out the 
whole margin of safety on many of the bank loans of the country. 
While the price decline caused a severe strain to be placed upon 
all the banks, those in the agricultural sections suffered the most. 
However, this was not due to the machinations of any wicked 
group of Wall Street bankers or to the Federal Reserve Board. 
It was the direct result of the fact that agriculture experienced a 
greater fall in prices than did the majority of the other industries. 
This, taken in connection with the slow turnover that agriculture 
normally has, made it much more difficult for the farmer and the 
farmer’s bank to adjust themselves to the rapid price deflation 
than it was for the banks located in the industrial centers. Where 
the decline in agricultural prices did not destroy the ultimate 
security of the loan, it did fill the bankers’ portfolios with “frozen 
assets.”” When we remember that wheat which sold in May, 1920, 
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for $3.08 was worth only $1.68 in December, and that corn during 
the same period dropped from $2.00 to $0.76, and that cotton 
suffered an even worse decline, we can readily appreciate how 
this prevented the farmers from paying their loans. 

Any sudden attempt to liquidate these loans would have re- 
sulted in wholesale bankruptcy, forced sales, and foreclosures.’ 
Losses to both the bankers and the farmers would have been even 
greater than they were. The only policy that could be pursued 
in 1920-21 was to renew the farmer’s notes whenever there was 
any evidence that he could possibly work himself out of debt. 
And if the farmer was really solvent and needed additional loans 
to keep his business going, it would have been wise management 
on the part of the banks to grant him these loans. Proper bank 
management in times of crisis does not consist in calling loans, 
but rather in extending credit to sound businesses on such terms as 
to give them time to liquidate their debts. Inasmuch as agricul- 
ture experienced a greater fall in prices than did the majority of 
other industries, and in view of the fact that it has a slower turn- 
over than does manufacturing or retailing, it required a longer 
time to pay off its indebtedness. A student of banking theory 
who also is acquainted with the practice of agriculture can readily 
understand why there was no decline, but rather an increase in 
the demand for bank loans by the farmers during 1920 and the 
early part of 1921. There is no doubt that the farmers suffered 
from a real credit stringency during this time. And the country 
banks were in no position to grant them additional loans. 

At the very time when the farmers were asking for more credit, 
the rural banks were rapidly losing their deposits. Unless help 
could be given from the outside, this meant that instead of grant- 
ing new loans, the old ones would have to be sharply contracted. 
Otherwise, the banks would experience an actual shortage of cash. 
As a matter of banking practice, it is the loss of deposits more than 
anything else that makes it necessary for a bank to contract its 
loans. The pressure of the forces making for liquidation is indi- 


* There is considerable evidence that at the beginning of the depression certain 
Federal Reserve Bank officials did not fully appreciate the significance of this fact. 
Several unwise attempts at hasty liquidation were started that later had to be 
abandoned. See Thomas P. Kane, The Romance and Tragedy of Banking, pp. 533-34- 
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cated quite as much by the loss of deposits as it is by the reduc- 
tion in loans and discounts. This pressure in therural communities 
was much greater than in the industrial sections. The Joint Com- 
mission of Agricultural Inquiry found that between May 4, 1920, 
and April 8, 1921, total bank deposits declined 11.1 per cent in the 
agricultural counties as compared with 5.2 per cent in the semi- 
agricultural and 4.4 per cent in the industrial counties. 

The figures for demand deposits alone are even more striking. 
The reduction in these deposits in the agricultural counties be- 
tween these dates was 20.02 per cent, as compared with 13.14 per 
cent and 10.07 per cent in the semi-agricultural and industrial 
counties, respectively. During this period of about a year, while 
loans and discounts of the agricultural counties were being re- 
duced by only $36,548,648, the demand deposits of these counties 
showed a reduction of $469,452,955. The percentage figures show 
that the agricultural counties suffered more from this reduction 
than the others. 

The main cause for this loss of deposits by the country banks 
was that the farmers did not receive enough in return for their 
crops to liquidate the indebtedness at the banks which they had 
incurred during the year. This meant that those farmers who had 
deposits in banks began to check them out in order to pay the 
debts which they owed to their local merchants and others from 
whom they had made purchases during the year. These then, in 
turn, used the funds to pay their indebtedness to wholesalers and 
manufacturers in the larger cities. Consequently, the wholesalers 
and manufacturers in the industrial centers were able to reduce 
in part their bank indebtedness in those places. This made possi- 
ble a considerable reduction of loans and discounts in the cities 
and tended to keep up deposits there. 

This was accomplished, however, at the expense of the country 
banker. His customers did not receive enough from the sale of 
their products in 1920 to insure the agricultural sections a favor- 
able balance of trade. Consequently, bank deposits were with- 
drawn from the country banks to make up this deficit. This was 
the cause for the great decrease in bank deposits in our agricul- 
tural sections at the very time when there was such an insistent de- 
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mand for more credit from those farmers who were unable to meet 
their obligations. The local banker was in an impossible situation. 
The more wealthy farmers of his community were withdrawing 
their deposits in order to pay their debts at the same time that 
the poorer farmers were asking the banker to extend their old 
loans and, in many cases, even to grant new ones. 

The country bankers had either to contract their loans or else 
borrow extensively from outside institutions. Certainly they 
were in no position to make any new loans, no matter how in- 
sistent the demand was. As a matter of fact, the banks pursued 
both policies during the fall of 1920 and throughout 1921. There 
is no doubt but that the individual banker was anxious to collect 
his loans as rapidly as he could, even if there had been no pressure 
put upon him by the banking inspectors. As we have already 
noted, the margin of security on many of these loans had been so 
diminished that there was great uncertainty as to their repay- 
ment. Consequently, when they became due, the banker was 
anxious to have them paid. But in many cases, for the farmer 
to pay them, even when he was able, worked considerable hard- 
ship on him. True, he had made the loan for six months, and the 
six months were up. Why shouldn’t he pay? is the question that 
is often asked by the man who has no understanding of agricul- 
tural credit practice. 

However, it must be remembered that when agricultural loans 
are made it is fully expected by both the farmer and the banker 
that a large majority of them will be renewed. The borrower in- 
tends, when he makes the loan, to renew it, and the banker ex- 
tends him the credit with this tacit understanding. This practice 
is well phrased in the following words by Mr. Curtis L. Mosher, 
the assistant Federal Reserve agent of the Federal Reserve Bank 
of Minneapolis, in a letter to the author: 

For the last twenty-five years it has been the common practice for coun- 
try banks to renew for a good farmer whenever he asked for a renewal, and 
the fact that a note was originally drawn for six or twelve months means 
nothing at all. The average banker knew that when a farmer made a six- 
months note, the note really should have read “payable whenever I am 


able to pay.”’ If the note was good, this was entirely agreeable to the banker 
who was very willing to renew with a good customer. 
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During normal times this arrangement works satisfactorily. 
In fact, so accustomed are both the farmers and the bankers 
to renewals that in many rural communities no maturity date is 
put upon the note at all. The notes are demand notes, payable in 
theory at either the request of the banker or the wish of the 
farmer. In practice, however, they are payable when the farmer 
has the money to do so and not before. So long as the banker does 
not meet with any abnormal withdrawal of deposits, he is able to 
continue these loans without any difficulty. But if for some 
reason, like falling prices or a bad crop failure, the local banker 
finds that his deposits are being withdrawn just at the time that 
his customers are asking for their loans to be renewed, he will have 
to borrow extensively from outside sources or force a liquidation 
that will do a large amount of harm in his community. This was 
the exact situation during the crisis of 1920-21. 

There is no doubt that a large number of country banks had 
difficulty in getting all the outside accommodation they desired 
during 1920-21. The loaning activities of the War Finance 
Corporation showed that on the whole it was the non-member 
banks of the Federal Reserve system that experienced the most 
difficulty of this sort.‘ Many country banks had their reserve 
positions seriously impaired, and bank examiners were insistent 
that they strengthen their technical position by liquidating some 
of their loans. This, taken with the fact that the bankers were 
anxious to have their borrowers pay up part of their loans because 
they were becoming afraid of the security back of them, caused 
the bankers to press their farmer customers for liquidation. One 
country banker told the writer that he took his automobile and 
called upon all of his borrowers during this time and requested 
them to pay up part of their loans. The fact that farmers with 
good security found it impossible to renew their notes gave 
plausibility to the theory that a forced credit deflation was on. 


Vv. CONFUSION OF PRICE DEFLATION WITH CREDIT DEFLATION 


The farmers made the mistake of confusing their credit prob- 
lem with their price problem. What was taking place in 1920-21 


* Fifth Annual Report of the War Finance Corporation, 1922, p. 5. 
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was a world-wide price deflation that no conceivable credit exten- 
sion in this country could possibly have prevented. This is not 
saying that the credit stringency of 1920 did not have any effect 
upon the trend of prices. Without a doubt, the scarcity of credit 
accommodation led to hasty marketing in many cases where a 
more gradual process would have been desirable. But because of 
this, to imagine for an instant that the lack of this credit accom- 
modation was the primary cause for the decline in the prices of 
agricultural products is like believing that Chanticleer makes the 
sun rise. 

It was natural that the farmers should think at this time that 
the primary cause for the decline in prices was the credit strin- 
gency. Just at the very time when they did not wish to sell their 
products, the bankers began to ask them to pay up the loans they 
had incurred during the previous year or two. How could they 
pay up, the farmers reasoned, when they couldn’t sell their crops 
for enough to pay what it had cost to produce them? Moreover, 
if the bankers wouldn’t ask them to pay, but instead would grant 
them additional credit so that they could hold their products a 
little longer, then the farmers thought that the prices would return 
to their previous level.t The country banker, however, whose re- 
serves were running very low during this time, frequently insisted 
that the farmer sell his products for what he could get for them. 

One doesn’t have to look any deeper than this to find the real 
cause for the farmer’s confusion of the credit problem with the 
price problem. All the farmer saw was that prices were going down 
and that at the same time it was difficult for him to borrow any 
money from his bank. Consequently, he came to the not unnatural 
conclusion that because two things occurred at the same time, one 
must be the cause of the other. The farmer did not understand 
that the prices of his product were falling because of world-condi- 
tions affecting the supply of and the demand for his goods, and 
that it was the falling price level, which made his products poor 
security for loans, that frequently made the banker reluctant to 
lend him money on this security. This explanation presupposes a 


* The subsequent course of prices for three years and more should do much to 
shake this theory. 
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knowledge of world-conditions and bank statistics which the 
farmer did not have. 

Further, to make the situation worse, such confidence as he 
did have in the banking system of the country was quickly de- 
stroyed by politicians playing upon the farmer’s natural suspi- 
cion of the Wall Street bankers. This completed the case. The 
farmer became quite certain that a group of bankers had wickedly 
conspired to deflate the country and to bring the prices of agri- 
cultural products back to pre-war level; that in order to do this 
they had curtailed the bank loans in the rural districts; and that 
the financial and industrial centers had absorbed the credit of 
the country at the expense of the agricultural sections. Later, 
an examination showed that this had not been the case. But 
firmly established beliefs, whether based upon fact or fancy, 
are always hard to uproot. 

The agricultural credit aspects of the crisis of 1920-21 may be 
briefly summarized as follows: (1) The opening of 1920 found the 
farmers heavily in debt to their local banks and a set of unusual 
conditions preventing their customary spring liquidation. (2) The 
demands of war and post-war financing had so exhausted our 
banking resources that credit expansion had to be stopped. (3) 
The Federal Reserve Board attempted to stop credit expansion by 
horizontal increase in rediscount rates and by putting into effect 
“penalty progressive rates” for those member banks who were 
borrowing excessively from the Reserve institutions. (4) A drastic 
fall in the prices of agricultural products brought on a severe ru- 
ral credit stringency by endangering the security back of the 
farmers’ loans and by causing the country banks to suffer a 
heavy loss of deposits. (5) Country banks met this situation by 
calling in loans and increasing their borrowings from outside 
sources. (6) The farmers were forced to liquidate part of their 
loans at the same time that the prices of their products were 
declining, which led them to believe that they were suffering 
from a forced credit deflation wilfully brought on to depress the 


prices of their products. 


CLAUDE L. BENNER 
INSTITUTE OF ECONOMICS 
WasarincrTon, D.C. 








BANKING AND CURRENCY REFORM IN RUSSIA 


That a government can live for a considerable time by printing 
paper money has been demonstrated during recent years by several 
governments, including that of Russia. In his tract on ‘Monetary 
Reform,” John Maynard Keynes points out, however, that the 
Russian government was the only one which deliberately set out to 
make the country’s money valueless and was cynically frank in con- 
sidering inflation as the only available means for raising funds to meet 
fiscal requirements. Such a monetary policy cannot be pursued in- 
definitely; it comes to an involuntary end when the paper money 
actually loses all value. This stage was reached in Russia some months 
ago and it is, therefore, of interest to review briefly Russia’s attempts 
at credit and currency reconstruction. 


ESTABLISHMENT OF THE STATE BANK 


Russia’s new State Bank was established in October, 1921, its 
charter bearing the date of October 13, 1921. Like its predecessor, 
the old Russian State Bank, the new bank is a purely governmental 
institution. It is in the department known as the National Com- 
missariat for Finance, and is managed under the supervision of the 
commissar, or finance minister, by a board of directors appointed by 
the government. The capital of the bank, which was originally 
2,000,000,000,000 soviet rubles, was paid in by the treasury. The net 
earnings are distributed as follows: 50 per cent goes into a reserve 
fund; not to exceed 20 per cent is used to improve the condition of the 
employees; and the rest is turned over to the treasury. The bank has 
branches in a number of provinciai cities, offices in smaller towns, and 
agencies scattered throughout the country. The only part of the 
bank’s management in which representatives of private business 
enterprise are included are the loan committees whose task it is 
to determine the credit standing of institutions and individuals 
applying to the bank for loans. Even in these committees, how- 
ever, the majority of votes belong to representatives of the gov- 
ernment or of semi-governmental institutions, such as co-operative 
unions. 
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OPERATIONS OF THE BANK 


Operations of the bank, according to its original charter, were 
to be those of an ordinary commercial institution, as the note-issuing 
power was not granted to the bank until October 11, 1922. In its 
original charter the purpose of the bank is stated to be to assist in the 
development of industry, agriculture, and commerce, to centralize 
banking operations, and in other ways to regularize the country’s 
financial transactions. The bank was authorized to engage in the 
following operations: (1) to finance enterprises, i.e., to open credits, 
secured or unsecured, for productive purposes in the form of current 
accounts payable on demand, on the basis of financial statements and 
plans of the borrowers, verified by the bank; (2) to open credits in the 
form of current accounts payable on demand secured by goods in ware- 
houses, shipping documents, promissory notes, etc., on condition that 
the loans do not exceed 75 per cent of the security; (3) to open credit 
accounts on the security of foreign obligations, foreign exchange bills, 
precious metals, etc.; (4) to grant time loans secured by the above- 
mentioned collateral; (5) to discount promissory notes with maturity 
not to exceed six months; (6) to sell and purchase goods on commis- 
sion and for the bank’s own account; (7) to sell and purchase on its 
own account foreign securities, bills of exchange, and precious metals; 
(8) to transfer money, to issue letters of credit, and to receive deposits. 

For the purpose of facilitating the settlement of accounts, the 
bank has a clearing department. It handles all the banking business 
for and holds on deposit all the funds of the minister of finance. 

The balance sheet of the bank and its profit and loss statement are 
audited by a commission and subject to approval by the minister of 
finance. 

By the supplementary decree of April 4, 1922, the bank received 
authority to accept on deposit foreign bills of exchange and to effect 
transfers of funds to and from abroad. 

During the first year of its existence the bank in its capacity as a 
commercial-credit institution endeavored to serve all the branches of 
the country’s economic life. During this period the deposits of the 
bank showed considerable growth and were encouraged through the 
granting to the bank’s customers of permission to make deposits and 
transfers in foreign currencies. This permission is particularly sig- 
nificant because only one-half year before the decree of April 4, 1922, 
Russian citizens were liable to be shot for having foreign currencies in 
their possession. In 1923 and 1924, however, the deposits of the bank 
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gradually became of secondary importance. In July, 1923, they 
constituted only about 17 per cent of the bank’s liabilities, and most of 
the depositors by that time were governmental institutions. Begin- 
ning with that time the note-issuing functions became very much more 
important, but still, in the beginning of 1923 note circulation con- 
stituted only about 9 per cent of the bank’s liabilities. 

As time went on, private banks came to be established in accord- 
ance with the new economic policy (the NEP), so that the State Banl: 
lost its position as sole dispensor of bank credit. On January 1, 1923, 
loans of all private banks together constituted only 8.4 per cent of the 
loans of the State Bank. On July 1, 1923, this percentage increased 
to 41.8 per cent, and by September 1—to 42.5 per cent. 


CHARACTER OF THE BANK’S CUSTOMERS 


The character of the customers of the State Bank reflects the 
nature of Russia’s present economic life. As is well known, private 
enterprise has only been partly re-established in Russia; it has not 
in any way penetrated into industry and foreign trade, nor into large- 
scale agriculture. Foreign trade is a government monopoly conducted 
by the National Commissariat of Foreign Trade, which has repre- 
sentatives in the capitals of all countries that have renewed trade rela- 
tions with Russia. Industry is almost entirely in the hands of 
governmental trusts. Similar trusts manage the wholesale trade in 
staple commodities. Retail trade, particularly in the villages, is 
largely handled by the co-operatives which are combined into unions, 
and these in turn are under the immediate control of the government. 

Under these circumstances it is not surprising that the principal 
customers of the State Bank, both depositors and borrowers, are not 
private manufacturers and merchants, but various governmental and 
semi-governmental institutions. It should also be kept in mind that 
the State Bank, being under the direction of the National Com- 
missariat of Finance, is used as an instrument for carrying out the 
government’s economic policies. These policies recently have moved 
sharply in the direction of further limitation of private enterprise. 
One of the first moves along this line, representing the least drastic 
method at the disposal of the soviet powers, was the curtailment of 
credits granted by the State Bank to private individuals. This cur- 
tailment of credit is intended to deprive the private merchant and 
manufacturer of avility to compete with governmental trusts and 
semi-governmental co-operatives. It is, therefore, to be expected 
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that in the immediate future the State Bank will lose all of its private 
customers and will become an institution serving the government 


exclusively. 


A balance sheet of the State Bank for December 1, 1921, the first 
date for which a report was published, and for May 1, 1922, is shown 

















below: 
TABLE I 
RussIAN STATE BANK 
(In Millions of Rubles) 
9 ™ | May x, 1922 
—_ 
EP re ON PONE Pe ee RPE i er ye 1,904,404 1,816,419 
pn SEER Pa Vier Pe eer ree ere ere iptiesa tins ” 515,863 
BE 5 o.56 50 nceonsésenonccecevekeiceeastecneniell 2,610,082 
Bi III. 6. 0:5.50005 000 crap ensigns te dbecusebenead 2,554,493 
CII, 0. 5:9.6:6.0.0:06.0:0-0 60dcsie nike wieleey Ge aeen boned 927,261 
REI reer rrer mr mre Sn/. LA eS 947,708 
Foreign currencies and bills. ..................00:: 752 490,961 
MN 5: <p cxcaSd Chase de sh SdS KK wo state CeRgeN 873 830,151 
Account with correspondents. ...........cccccccccsleccccscvces 81,360 
Account with branches and OO ee 110,106 | 6,710,969 
Account with commissary of Wi Sa ecwe tveueeee 216,982 | 1,237,129 
I I 6s 6 0b 6 cect ees, 8's 54-09 6 18S KOS Roe OPIS CARED 214,009 
Interest on current accounts..................e005 1,196 111,850 
Shares of different Pacmintas held by the bank......]........... 55,125 
a6 9. 5558 adden daddecvenienbeneenteeene 2,234,313 | 19,103,380 
Liabilities: 
Cs isn ds Sata wesenesceeeanepeusenanse rebar 2,000,000 | 5,750,000 
CRG ING 56.025 58.4s 08 F aerabaeeckdd anes een 233,755 | 11,726,095 
Current accounts in foreign currencies..............)...-.eee00- 42,207 
COMPRIRNEIS QOUIIIIES 6 cic 5a cic eccacccgitbectgesderhadoue’ 966 
PRODI AE Ie IO sain 6:4. 5)0659 50.0e0de se ceakhnnsst aanaed 97,726 
Accounts of commissary of finances. ...........ecccfeceeseseeecleceeeeecees 
Interest and commission. ........00ccccccccccccces 139 | 1,265,392 
PR Ny 0565-5. c454 occas cia channanesenesen 419 220,904 
TE 4:5.006sa0 edaseeacouswuenesa ara 2,234,313 | 19,103,380 











CURRENCY REFORM 


To the original functions of the State Bank the decree of October 4, 
1922, added the issue of paper money. After the October, 1917, 
revolution, and up to the time of this decree, paper money, so-called 
soviet money, was issued directly by the government and without secu- 
rity. This decree required that notes issued by the State Bank must be 


secured by 25 per cent in precious metals (i.e., gold, silver, or platinum) 
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and in stable foreign currencies, and by 75 per cent in liquid com- 
mercial paper or in readily marketable commodities. The notes are 
theoretically redeemable in gold, but the time at which conversion will 
actually begin is left for future determination. The notes issued by 
the State Bank were given the ancient name of “chervonetz,” which 
means “gold coin”; they have a parity of 10 gold rubles equivalent 
to the value of 7.74279 grammes of fine gold. The exchange rate on 
the chervonetz at the Moscow Bourse has fluctuated but little during 
the past year and one-half, as is seen from the following table: 


TABLE II 


RATE OF CHERVONETZ RUBLE 
(One-terth of a Chervonetz) 











ub! Rub 
Date we Pound Sterling 

PO wesckadiinebecuanss 1.94 9.6 
2988: TORUREY. ...ccs cscs 2.74 12.22 
Ee 1.92 8.56 
eee 2.22 9.97 
| ENR 2.12 9.87 
September........ 2.07 9.59 
I 6:5 bie esesecd 2.05 9.39 
November......... 2.20 9.49 
December......... 2.20 9.42 

$906: TORMREY. «0.000606 2.24 9.42 
See 2.19 9.35 

i eicekieneed 2.11 9.12 

nat hakkih wanes 1.91 8.16 

| Eee ee 1.82 8.15 











In spite of its relative stability, however, the chervonetz continues 
to be exclusively a domestic medium of exchange and is not traded in 
to any extent outside of Russia. 


KINDS OF MONEY USED IN RUSSIA 


From the time of the first issue of the chervonetz and up to June 1, 
1924, when soviet money was entirely retired from circulation, there 
were two kinds of currency circulating in Russia, the chervonetz and 
the soviet ruble. From the middle of 1923 the chervonetz began 
gradually to supplant the soviet ruble. While the quantity of rubles 
was still increasing rapidly, their value fell even more rapidly, so that 
their aggregate value in gold constantly declined. It has been stated, 
in fact, that the stability of the chervonetz was maintained through 
the policy of the State Bank to grant loans nominally in chervontzi, 
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but to pay out and accept payment in soviet rubles at the rate of the 
day. Thus paper-ruble inflation continued while the value of the 
chervonetz was kept intact. Soviet money continued, however, to 
be legal tender, and this led to a constant rise in commodity prices and 
a lack of balance in the government’s budget. The following table 
shows the money in circulation in Russia: 


TABLE III 


Money IN CIRCULATION IN RUSSIA 
(One Ruble of the 1923 Issue—1,000,000 Rubles of Earlier Issues) 











Soviet Money | ValueofThese| Chervontzi Rate of the 
Date (in Millions Rubles in (in Millions | Chervonetz in 
of 192 Millions of of Gold Terms of 1923 
Rubles) | Gold Rubles | Rubles) Rubles 
5008s DIET Sacco ccts.cnis 1,904 114 3,562 167 
a 4,482 148 25,667 366 
UE PRR er eher 9,032 119 70,001 752 
ree 22,702 57 207,350 4,120 
ge AR 53,592 76 224,782 7,380 
errr 98 , 839 72 226,047 14,000 
39002 TORURET «6. o.6.60i0c00000 178,510 58 237,159 37,500 
eee 333,018 39 259,683 88 , 800 
eae: 866, 504 29 286,954 328,000 
BPE bh bebencenivor 768, 101 15 294, 506 500, 000* 

















* Official rate fixed on March 8, 1922. 


Thus by the end of 1923 chervontzi constituted about 80 per cent 
of the total money in circulation and soviet money began to be used 
merely as subsidiary currency. 


CURRENCY LEGISLATION IN 1924 


The final stage of monetary reform was begun by the decree of 
February 5, 1924, when the State Bank was permitted to issue notes in 
smal] denominations, i.e., of 1, 3, and 5 rubles. The total amount of 
notes in small denominations was limited to 50 per cent of the cher- 
vontzi in circulation. By the decree of February 14, 1924, the further 
issue of soviet money was discontinued, and on March 8 its value was 
fixed at 50,000 soviet rubles to 1 ruble in small denominations (or 
500,000 rubles to 1 chervonetz). It was further decreed that soviet 
rubles would not be accepted in exchange for State Bank notes after 
June, 1924. For foreign holders of soviet rubles this date has recently 
been advanced to July 31 of the current year. 

The third monetary reform law was the decree of February s, 
1924, providing for the minting of silver and copper coins. This law 
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re-establishes the ante-revolutionary coins; the only difference is 
that instead of the imperial eagle the present coins carry the soviet 
star. There are so-called high-assay coins of 1 ruble and 50 kopeks, 
and low-assay coins of 20, 15, and 10 kopeks; copper coins are made 
with a value of 5, 3, 2, and 1 kopeks. The total value of all kinds of 
currency in circulation in Russia on January 1, 1923, was about 
117,000,000 gold rubles, and on May 1, 1924—445,000,000 gold rubles. 
This last amount constitutes about 25 per cent of the pre-war total of 
about 1,700,000,000 rubles in circulation in the territory that now con- 
stitutes soviet Russia." The percentage distribution of the gold value 
of different kinds of money in circulation at different dates is shown in 
the following table: 














TABLE IV 
. Transpor- -_ ; 
Date Seriet |crervontal atin |Sabaitncy] Siver | Mino 
cates* 
1922: December1..... a ere) Sree eeere: mene Meee ae re 
1923: January 1....... 97 2 eee See Sep eee 
ere 85 i oeee See Ee ee Seren 
oS errr 63 ay SOCREY Eres Hees. Sverre 
ot § eee 22 ee Meee meee irene 
November 1... .. 24 74 OD “Bitee swat see rceses 
December 1..... 24 74 D Bicincctabicodasmnegeacas 
1924: January 1....... 19 78 a eee Aerewree: “pare cee 
February 1...... 13 83 “ER TERE: Arey. ene 
| eer 8 80 5 6 i Gave 
April 1 4 74 5 14 2 I 
ME sta cewcsiga 3 68 5 19 3 2 























* Issued by commissariat of transportation. 


RECENT POSITION OF THE STATE BANK 


Following is a statement of the condition of the State Bank for 
three dates subsequent to the time when it began to issue notes. In 
the May, 1923, statement accounts in chervontzi and in soviet rubles 
are shown separately; in 1924 this practice was discontinued. The 
statement here presented shows the consolidated condition of the 
banking and the issue departments; the bank in addition publishes a 
separate balance sheet for the issue department. On June 16, 1924, 
this department showed a total issue of 38,000,000 chervontzi against 


* It should also be kept in mind that the purchasing power of the gold ruble 
has depreciated by about 30 per cent. 
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which it held a reserve of 19,913,000, or 52 per cent in precious metals 
and foreign currencies. 
TABLE V 
CONSOLIDATED BALANCE SHEET OF THE RussIAN STATE BANK 
(In Thousands of Chervontzi and of Soviet Rubles of 1923, Which Equal 
1,000,000 Rubles of Earlier Issues) 








FEsRvaRy1,| JUNE 1, 


May 1, 1923 1924 1924 





Chervontzi Soviet Chervontzi | Chervontzi 





2,832 3,081 3,522 
Special loans to industry 5,642 983] 11,422 | 13,404 
Exchange and discount operations: 
a) Securing the note issue 1,114 7,320 | 12,188 
6) Others 2,550 7,867 8,251 
Loans on commodities: 
a) Securing the issue 2,291 7,272 6,004 
6) Others 5,958 12,576 | 18,597 
Loans to agriculture 846 1,775 2,495 
Commodities and securities 1,225 6,511 5,807 
Currency and precious metals: 
a) Securing the issue 4,254 15,804 | 19,918 
b) Others 3,098 8,851 | 11,952 
Accounts with branches 4,069 23,607 | 33,271 
Current expenditures, interest pay- 
ments, and exchange difference. . . 26 | 199,741 1,114 2,103 
1,273 |1,064,182) 11,745 | 15,069 





2,795,987] 119,035 | 152,851 


130,750] 5,000 5,000 
20,300 | 26,526 
30,300 | 36,700 
Special resources for loans to industry 11,608 | 13,728 
Deposits and current accounts 31,883 | 38,649 
Sums in transit 1,268 3,565 
Accounts with branches 5,650 6,775 
Interest received 3,130 5,908 
Other liabilities 8,828 | 14,932 
Profit in 1923 378,357 1,068 1,068 














35,178 |2,795,987| 119,035 | 152,851 








PROSPECTS FOR THE FUTURE 


In considering the future the question arises whether monetary 
reform in Russia may be considered as effected, and whether the 
stability of the chervonetz is assured. From a technical monetary 
point of view the reform appears to have been fairly successful and the 
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inevitable difficulties of the transitional period, such as the absence of 
subsidiary money, have been largely overcome. Legal provisions for 
security of the chervonetz are ample, since 25 per cent in gold or foreign 
currencies and 75 per cent in self-liquidating paper is adequate col- 
lateral, particularly in view of the fact that the customers of the bank, 
which are largely trusts, co-operatives, and other governmental or 
semi-governmental institutions, may be relied upon to repay their 
obligations. In reality the reserve held by the bank has been con- 
siderably in excess of the legal minimum. Another favorable factor 
has been that Russia’s balance of payment with the West has recently 
been favorable, as in 1922-23 exports exceeded imports by between 
25,000,000 and 30,000,000 gold rubles. 

While these are the favorable circumstances bearing upon the 
success of Russian monetary reconstruction, the final success of mone- 
tary reform in Russia as elsewhere depends on the general economic 
condition of the country. In this respect Russia’s prospects are not 
promising. The government’s budget is far from balanced. Stable 
currency during this year made it possible for the first time to present 
a budget for a year, whereas prior to this only monthly budgets were 
presented. The expenses for the year 1923-24 are estimated at 
1,745,000,000 gold rubles, i.e., about 50 per cent of the pre-war budget 
of the Russian Empire, and the expected deficit is 453,000,000, or about 
25 per cent. This represents a considerable progress from previous 
years, as the deficit covered by note issues was in 1918-19, 66 per cent; 
in 1919-20, 77 per cent; in 1920-21, 87 per cent; in 1921-22, 83 per 
cent; and in 1922-23, 45 per cent. But the managers of Russia’s 
finances are aware of the fact that, since the issue of unsecured paper 
money has been discontinued, there are no definite means in sight for 
meeting the deficit of the current year. The export of wheat is being 
encouraged in every possible way, and efforts are being made to obtain 
foreign credits. No success has been had in efforts to float domestic 
loans, and the prospect of covering the deficit of 453,000,000 gold rubles 
is doubtful. 

Furthermore, the general economic conditions of the country are 
not favorable. Russia’s chief consumer, the peasant, has at the 
present time a low purchasing power, since the market situation is 
very unfavorable to him. Prices of agricultural products lag far 
behind prices of manufactured goods which the peasant must buy. 
This divergence, familiar to Americans, is known in Russia as the 
“scissors.” The highest point of this discrepancy was reached in 
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October, 1923, when the index of wholesale prices of manufactured 
goods was 3.2 times larger than the index for agricultural commodities. 
At the beginning of 1924 the relation of the indexes had improved but 
was still about 2 to 1. Nevertheless, the crisis in industrial activity 
continues, and the artificial reduction of prices has led to losses in 
many industries and to the abandonment of many enterprises. The pur- 
chasing power of the urban population has also been seriously impaired. 
Budgetary economy had led to the dismissal of a large percentage of 
state employees; the salaries of others have been reduced, in most 
cases by 40 per cent, and the newly developed commercial and indus- 
trial class has been seriously affected by new persecutions. During the 
last two or three months several thousand representatives of the new 
bourgeoisie have been sent to the northern provinces and to Siberia. 
Another unfavorable feature of the situation is the great danger of 
crop failure, which is threatening a large part of Russia, owing to 
drought. 

In the internal policies of the soviet powers there has been a 
decided movement to the left since Lenin’s death. There is no further 
thought of development in the direction of capitalism, which would 
attract foreign investors to Russia and revive economic initiative in 
the country. In this respect the present leaders of the soviet govern- 
ment are as firm as they were in 1918. At the convention of the 
Communist party held in June, 1924, one of the leaders, Zinovyev, 
announced without hesitation that the Russian bourgeoisie will see its 
personal and property rights restored “about as much as it can see its 
own ears without a looking-glass.” Under these circumstances the 
future of Russian currency, as a part of the general economic and 
political prospects of the country, is far from promising. 


ALEXIS GOLDENWEISER 
BERLIN, GERMANY 





BOOK REVIEWS AND NOTICES 


Education and Indusiry. By HENRy C.Linx. New York: The 
Macmillan Co., 1923. Pp. xv+265. $2.00. 

H. G. Wells in his biography of the great teacher Sanderson says, 
“The divorce of industrial life from the life of the spirit is one of the 
tragedies of the age. It produces calamitous results.” It is a perception 
of this cleavage between education and industry which provoked Dr. 
Link’s study. The chief merit of the book is its candor, its sound com- 
mon sense, and its elimination of all speculative trimmings. The argu- 
ment makes absolutely no pretense to absolute scientific validity. It 
studies and evaluates things as they are and points out ways of pos- 
sible improvement, which, while not in any sense utopian, are ex- 
tremely direct and serviceable. The author carefully distinguishes be- 
tween vocational and industrial education, preferring the latter term as 
more comprehensive because including whatever problems may arise in 
the field of education through its relation with the field of industry. 
In an introductory chapter he tries to set off the respective fields of the 
public schools and private corporations. The purpose of the educa- 
tional activities carried on by a particular company is declared to be 
“to develop the ability, interests, and good will of the groups involved 
in the successful conduct of its business.” Therefore, as to costs and 
control, the limiting principle is that ‘‘those who are most directly and 
exclusively benefited by any particular educational activity shall bear 
the final responsibility.” Thus vestibule schools, training of salesmen, 
plant journals, foremen and executive’s training classes, etc., should be 
supported and managed by the private employer. By the same token 
courses based on material not peculiar to any one company and from 
which benefits radiate throughout the community should be assumed 
by the community or by the individual concerned. In line with this 
principle, succeeding chapters discuss the réle of industrial motion pic- 
tures, Americanization, vestibule schools, trade schools, training of 
executives, foremen, department heads, and salesmen, the educational 
significance of works councils, vocational guidance, and education ver- 
sus propaganda as an economic force. Of all these forms of education, 
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the motion picture is rated as potentially the most valuable. The chap- 
ter on Americanization is particularly sane in its criticism of mere 
citizenship propaganda and in its broad view that the cost of such 
valuable work should be shared by the federal government, the states, 
municipalities, and employers. In this connection is a most fruitful 
suggestion that university extension on a wider basis would solve the 
problem of general education for industry. This same clear outlook ap- 
pears in the argument for education versus mere propaganda as an 
eliminator of industrial friction. The author is evidently not afraid of 
the federal government, for he gives high praise to the Smith-Hughes 
Act and indeed goes so far as to say that ‘“‘whatever minor defects the 
plan may have, from a broad point of view it must be regarded as the 
greatest step in the development of the educational resources of the 
nation since 1787.” Students of the labor problem will be interested in 
the statement that “the great need of American industry is not better 
machinery or a more docile laboring class, but a more capable type of 
management”; also that “‘employees are no longer so anxious to assume 
the responsibility of management once they become more thoroughly 
informed in the intricate details of which that responsibility consists.’’ 
Because of the clear-headedness evidenced by such quotations, certain 
departures from it are all the more regrettable. For example, the un- 
warranted generalization that ‘‘the preparation of individuals for a life 
of general usefulness in the community is quite likely to result in their 
education for a life of general uselessness.”” This is a mere “Dulci- 
gram”! The chapter on the subnormal workers in industry is a distinct 
let-down in the general level of the argument. The reviewer doubts 
whether either within or without industry can be found very many 
people who will agree that it is a ‘practical solution” of utilizing the 
feeble-minded in industry to relax compulsory-education and child- 
labor laws in order “to make possible the employment of subnormals 
under public supervision as soon as they reach the limit of their aca- 
demic capacities.”” We have a long way to go yet before “a favorable 
working environment and proper supervision may well convert a great 
number of morons and imbeciles from economic and social liabilities 
into economic assets which are at least tolerable from a social view- 
point.” This argument is strongly reminiscent of Rossum’s Universal 
Robots. The author uses one particular device which deserves high 
commendation and which ought to secure for the book a wide reading 
even among the busiest men: that is, the excellent brief summaries at 














246 BOOK REVIEWS AND NOTICES 


the end of each chapter. There is nothing pedantic about them, but 
they keep the argument running clearly and sustain interest with a 


minimum of effort. 
ArTHUR J. Topp 
CHICAGO 


Elements of Land Economics. By RicHARD T. ELy AND EDWARD 
W. Morenovuse. New York: Macmillan Co., 1924. 
Pp. 363. (Chapters, 15, illustrations, 15.) 

This work is the introductory one of a series of books projected by 
the Institute of Land Economics and Public Utilities, of which the 
senior author is director. The series is divided into two groups, one 
designed to treat land as an economic factor of production, and the 
other to treat itasa commodity. The first volume of the latter group, 
“Principles of Real Esiate Practice,” by Ernest M. Fisher, appeared in 
October, 1923. According to the plans of the Institute, this is to be 
followed by works on real-estate law, real-estate transfers and con- 
veyances, real-estate investments, building and loan associations, and 
others not yet definitely determined upon. In the group on land as a 
factor, the work under review is to be followed by a more theoretical 
treatise called Advanced Land Economics, and by others on farm 
ownership and tenancy, and the relation of land to public utilities. 

The present work is an elementary treatment of a rather wide 
range of problems involved in the use and ownership of land, both 
urban and rural. It was prepared for use in a course of study in real 
estate planned for the United Y.M.C.A. schools, and is addressed 
primarily to those who have the urban, rather than the rural, point of 
view. It will, however, doubtless be used in land-problems courses 
in many colleges and universities. It sets forth in a clear and simple 
though scientific manner the economic characteristics of land, the 
necessity of land classification, the principles and conditions involved 
in the utilization of land for urban, agricultural, and mining purposes, 
the considerations back of the ownership of land and water, and the 
problem of land credit. It analyzes the economics of land valuation, 
discusses the importance of the social point of view in controlling the 
relations of men to land, and treats the matter of national land policy, 
particularly in relation to the development, settlement, and taxation 
of land. 

It is to be expected that any book in which the senior author has 
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participated will stress the ascendency of social over individual inter- 
ests in public policy. This point of view is maintained throughout 
the fifteen chapters. The social ends of land utilization are stated 
to be: (1) a balanced production and distribution of wealth, (2) the 
conservation of land resources, and (3) the increase of the amenities 
of living so far as they are dependent upon the use of land. The 
means of social control to be used in the securing of these ends are 
stated as: (1) price fixing, or rate regulation by the government, which 
the authors believe should be used only with the greatest discrimina- 
tion; (2) disseminating useful information; (3) adjustment of internal 
immigration policies and other policies to social needs; (4) the police 
power of the government; (5) the power of eminent domain; and 
(6) the power-of taxation. 

Those who have sat in Professor Ely’s classes and seminars will 
be interested in reading this book from the point of view of the author’s 
success in reducing to elementary and semi-popular statements the 
economic analysis to which the senior author has devoted so large a 
part of his life. The book is characterized by its clearness of state- 
ment and the interesting presentation of vitally important material 
which the usual method of treatment makes obscure to the mind 
untrained in economics. 

It is perhaps impossible in an elementary work to do ample justice 
to the wide range of economic problems connected with the use and 
ownership of land. Nevertheless, readers will probably be surprised 
at finding no discussion of such important phases of the land problem 
as rent and the relations between landlord and tenant. These, 
evidently, are left for subsequent works. 

So far as the reviewer knows, this is the first work to appear under 
the title “Land Economics.” ‘The term itself has come into use but 
recently, and while some may object to it because it transfers emphasis 
from fundamental economic processes, such as consumption, pro- 
duction, exchange, and distribution, to one of the factors of produc- 
tion, yet it doubtless indicates a desirable shift of attention to a neg- 
lected field. The land problem is as old as civilization, but has been 
treated by economists in a haphazard and incidental way rather than 
systematically and comprehensively. The appearance of the further 
works of the Institute as projected will be awaited with interest. 


—_— C. L. Hotmes 
Ames, OWA 
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Workmen’s Representation in Industrial Government. By Ear J. 
MitLER. Urbana, Illinois: The University of Illinois, 
1924. Pp. 182. $2.00. 


Mr. Miller’s study is based primarily upon an investigation of the 
introduction of works councils and similar devices by non-union 
employers in the United States. His questionnaire was sent to a 
wide range of companies—though it missed the particularly interesting 
case of the Hapgood cannery—and the chapters that detail its results 
are useful and voluminous. They are flanked by summaries of 
“council movements” under union agreements in foreign countries 
and the United States, summaries that are dully written and frankly 
secondhand, but that are, nevertheless, essential to the development of 
the concluding chapter on “Trade Unions Versus the Non-Union 
Councils,” toward which the entire argument is pointed. 

In spite of the fact that the main investigation is based entirely 
on employer sources, the author quite cold-bloodedly discounts the 
“industrial evangelism” that is so conspicuous in the literature of 
the subject. There have been “other important purposes” behind the 
movement, he says; “but the majority of non-union councils plans 
have been organized either to undermine existing unions or to avoid’’ 
the introduction of unionism. Moreover, the author finds no evidence 
thus far to support Professor Douglas’ ingenious theory that these 
councils may at some time throw off their sheep’s clothing, and face 
their employers as snarling and powerful unions; instead, he con- 
siders the council movement a “new and serious” threat to union- 
ism, and discusses the two movements as “antagonistic and compet- 
ing.” 

His judgment as to their rival merits, and his grounds for judging, 
are therefore of real interest. The works councils, he thinks, do more 
than most present-day centralized unions to “counteract the deaden- 
ing and dwarfing effect of minute subdivision of labor,” by “extending 
to the worker a new opportunity to shoulder responsibility and to 
think and plan’’; and on the whole they are more effective instru- 
ments of co-operation at the points where the workers’ and employers’ 
interests do in fact coincide. On the other hand, they do nothing, he 
says, to remove the more important “basic causes of inequality of 
bargaining power” between the individual worker and his employer. 
Moreover—and here the argument is a less familiar one—‘‘those 
broader [political and legislative] functions performed in the interests 
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of labor by the unions could never be performed by the local non- 
union councils.” For the workers, then, “such gains as [they] can 
hope to attain through the choice of localized collective bargaining 
under a non-union council must be purchased at a tremendous expense, 
and with a great risk.” 

The argument is a realistic one, and an experiment that came too 
late to be recorded in the book suggests that certain leaders and ad- 
visers of the unions have analyzed the situation in much the same 
terms. For the Glenwood plan of co-operation instituted by the 
railroad shop crafts on the Baltimore and Ohio seems to meet all four 
of Mr. Miller’s specifications. Its prime purpose is joint action to 
increase productive efficiency. Its method throws new responsibility 
upon the workers’ committeemen. Yet it attempts to gain these 
advantages without sacrifice either of the immediate power or the 
larger aims of the labor movement. It is the more significant because 
it is the work of unions in special danger from the “open shop” cam- 
paigns; and its success, if it does succeed, will be proof that their 
leaders have learned an important lesson, if not from Mr. Miller’s 
book, at least from the movement and the experience that he analyzes. 


CARTER GOODRICH 
UNIVERSITY OF MICHIGAN 


The Federal Reserve System. By H. PARKER WILLIS. New York: 
Ronald Press, 1923. Pp. xiv+1765. $10.00. 

As an expert with the House Banking and Currency Committee 
during the evolution and passage of the Reserve act, as a member of 
the committee concerned with the organization of the Reserve system, 
as an Official of the system down to 1923, and as an economist of inter- 
national repute, the author’s experience and wide acquaintance in 
political and financial circles make him the logical writer of this “‘in- 
side story” of the Federal Reserve system. 

The book is divided into three parts and an appendix. Some idea 
of the vast amount of detail presented may be gained by noting that 
over 521 pages of Part I are devoted to the history of banking and 
currency reform from 1893 to 1922; the 278 pages of Part IT to the 
problems of organizing the Reserve system; and the 650 pages of Part 
III to the Reserve system’s operations down to 1922. 

In Part I the author presents almost verbatim the House com- 
mittee’s report on the act and a sixteen-page comparison of the various 
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legislative projects before the House committee. He presents the letters 
of political and financial interests in favor of and against the act and 
thus throws new light on the historical situation preceding its adoption. 

In Part II, the problems of internal and external organization of 
the Reserve system are discussed in even greater detail than those in- 
volved in getting the act framed and passed. Choice of Reserve cities 
and districts, matters of determining the jurisdiction of the ruling 
bodies of the system, the effects of the war upon organization problems 
are discussed with surprising attention to minutiae. 

Part III treats the problems of the Reserve system in operation. 
Here, again, a wealth of detailed fact material is made available dealing 
with note issues, rediscount policies, open market operations, trade and 
bank acceptances, war and post-war financing, par collections, etc. 
The text proper closes with a discussion of the weaknesses of the Re- 
serve system and of the dangers which threaten its existence. 

The book closes with an appendix made up of copies of the various 
legislative bills out of which the present act grew, together with amend- 
ments to the act. In various chapter appendixes are presented nu- 
merous clippings, letters, and quotations drawn from the files of Carter 
Glass, who was chairman of the House committee which originally re- 
ported the act. Such material has not, up to now, been available to 
students of the system and contains some of the most significant data 
presented in the work. 

It is recognized that reasonably complete economic analysis of the 
material could not be undertaken by the author. Space limitations 
would prohibit it. There are, however, some inconsistencies in analysis. 
One of them in particular merits mention. The author wants universal 
par collections, but contends that effort should be devoted to reducing 
instead of increasing the number of members in the Reserve system. 
This inconsistency, if it is one, is not explained. If the system is to be 
adequately fortified against political attack, and the author fears po- 
litical attack, it would seem thac the time is not yet ripe for hand- 
picking of membership. 

The rhetorical and physical aspects of the volume are satisfactory 
on the whole, although appendixes are printed in type so small as to 
impede and discourage their study. The work should serve excellently 
as collateral reading for courses in advanced banking and banking 
theory. 

S. P. MEECH 

UntvERsITy oF CaIcaco 
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Canada’s Balance of International Indebtedness, 1900-1913. (‘“‘Har- 
vard Economic Studies,” Vol. XXVI). By JacoB VINER, 
Px.D. Cambridge: Harvard University Press, 1924. Pp. 
xxx +318. $3.50. 

This volume, the twenty-sixth of the Harvard Economic Studies, 
winner of the David A. Wells Prize for 1922-23, is a contribution in the 
field of “inductive verification.” The theory that is put to test is the 
commonly accepted or classical doctrine of the balance of trade and 
international movement of gold,and the facts for the test are (by choice 
of the writer) drawn from Canadian experience during the period 1900 
to 1913. Many of us have been accustomed to think of the classical 
theory of the distribution of specie as a single and uniform explanation 
enunciated by Ricardo and repeated by the others in harmonious con- 
cert. Viner shows not only that the English fathers differed and joined 
debate, but also that it was John Stuart Mill who put matters in a form 
most nearly acceptable to present-day theorists. Furthermore, Mill 
took his lead rather from Thornton than from Ricardo. In truth, 
Ricardo comes out of the examination in rather a second-rate position, 
whether judged on the basis of clearness or of grasp. At least, so it 
seems to the reviewer. The book contains also a survey of more recent 
contributions and criticisms, taking up the opinions of Taussig, Hol- 
lender, Wicksell, Laughlin, and others. The whole work of review of 
doctrine is very well done indeed. 

Whether in point of accuracy and completeness Canada’s records of 
foreign trade and finance are better or worse than average, Viner has as 
statistician to face many difficulties. These are honestly appraised and 
heroically combated. A deal of estimating proves necessary. This is 
not to say that results are vitiated. Our confidence is maintained by 
the care with which all has been done. The most important fact of the 
period under study is that Canada was a heavy and consistent borrower 
from other countries. The amounts borrowed and the interest paid 
thereon have to be estimated, as do also many other items, “visible” 
and “invisible,” entering into the balance of total indebtedness. When 
the figures are finally determined upon, the principal questions become: 
Did Canada take the borrowed funds in specie or gold, or did she take 
them in the shape of excess imports of commodities (or commodities 
and services), as required by the classical theory? and if the latter 
holds, did prices in Canada show an elevation, relative to foreign prices, 
harmonizing with the assertions of theory as to the causation of the 
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excess of imports? The author finds affirmative answers to these ques- 
tions. 

Because Canadian banks have such a thoroughly developed system 
of “outside reserves” (carried mainly in New York), the conditions in 
Canada are quite in contrast with the conditions postulated in the pure 
theory of specie distribution. An interesting and instructive portion 
of the book discusses this subject. Such gold movements into and out 
of Canada as economic forces tend to produce will be merged in the 
New York gold movement, and will in fact for the greater part never 
reach Canada itself. This complicates matters, but in an argument that 
does him credit (especially pages 178-79), the author is well able to 
show that the facts are in accord with the classical theory. 

A larger field is covered by this book than this review has indicated. 
The book is a good piece of work. It is compact and closely reasoned. 


A. C. WHITAKER 
LELAND STANFORD, JR., UNIVERSITY 


Principles of Advertising. By Dantet StarcH, Pu.D. New 
York: A. W. Shaw and Company, 1923. Pp. vii+998. $5.00. 

The major objective of the author has apparently been to write a 
comprehensive treatise on advertising for the use of business men 
engaged in advertising work. In this respect he has accomplished 
his purpose admirably. The book is the most exhaustive one in the 
field. 

Mr. Starch points out that the advertising man typically must 
solve the following problems: (1) To whom may the commodity be 
sold? (2) By what appeals may it be sold? (3) How may the appeals 
be presented most effectively ? (4) By what mediums may the adver- 
tising be presented? (5) What is a reasonable expenditure for adver- 
tising? The book is so organized as to give separate treatment to 
each of these problems. 

Part I is devoted largely to an attempt to demonstrate the eco- 
nomic justification of advertising. This the author does through 
the presentation of extensive statistical material and the citation of 
numerous cases. Assuming that our existing competitive system is 
justified, his result is a convincing case for advertising. Part II deals 
with the first problem: To whom may the commodity be sold? The 
importance of a scientific analysis of market possibilities through the 
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use of secondary data, personal investigations, and questionnaires is 
stressed. The author outlines several sample investigations. In 
Part III the second problem is taken up: By what appeals may the 
commodity be sold? The significant aspect of this part is the empha- 
sis placed upon laboratory or field tests as a means of determining the 
relative values of various appeals. Part IV is devoted to “The Pres- 
entation of Appeals.” The discussion of such factors as headlines, 
illustrations, size, color, layout, typography, etc., is in parts a real 
contribution to advertising literature. Emphasis is again placed upon 
the value of laboratory tests. Part V is devoted to the problem of 
selecting mediums, and Part VI to special fields of advertising. 

Throughout the entire book one is impressed most strongly by its 
following features: (1) its exhaustiveness—the material has obviously 
been long in preparation and the result is a thoroughly substantial 
and mature treatment of the entire subject; (2) the emphasis placed 
upon planning and analysis—it is urged at every point that a campaign 
should be preceded by scientific study; (3) the amount of illustrative 
or case material which the author uses to bear out contentions or to 
demonstrate methods. 

In common with practically all books on advertising, this book 
gives comparatively little attention to the problem of estimating and 
controlling advertising expenditures. One or two chapters dealing 
with this phase of advertising might well have been included. A fur- 
ther minor criticism from the point of view of the student of advertising 
is that perhaps too much material of a purely statistical and illustrative 
nature has been included. One must frequently search at length for a 
discussion of principles. 

Though subject to minor criticisms the book is logically organized, 
clearly written, and exceptionally comprehensive. It shouid be of 
great value to the student of advertising and of even greater value to 


the advertising manager or agent. 
J. L. PALMER 
UNIVERSITY OF CHICAGO 


Business Fluctuations and the American Labor Movement, 1915- 
1922. By V. W. LanreEar (“‘Columbia University Studies’). 
New York: Longmans, Green & Co., 1924. Pp.132. $1.50. 

This is a systematic attempt to trace the effect of the varying 
stages of the business cycle from 1915 to 1922 upon the American 
labor movement. The movement of real and money wages, the rela- 
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tive amount of unemployment, the changing mobility of industrial 
labor, together with the changes in the policies of labor and capital, 
are all analyzed. Professor Lanfear concludes that while union wage 
rates did not increase during the war period as rapidly as the cost of 
living, the actual hourly earnings of the workers in most industries did 
rise more swiftly. Berridge’s work is largely relied upon to show the 
fluctuations in employment, while the investigations of Brissenden and 
Frankel are utilized to show how labor turnover increases during peri- 
ods of expanding business, when wage scales are advancing unevenly 
and when there is keen competition for workmen. Hackett’s studies 
are used to indicate how absenteeism is at its peak during the pros- 
perity phase of the cycle when men are not afraid of losing their jobs. 
This is, of course, but natural since if an increase in real wages is not 
immediately accompanied by a corresponding increase in the standard 
of living, men will inevitably take up the slack by staying away from 
work. 

The concluding chapter shows how the employers were anxious 
to co-operate with labor during the war years when labor held the 
balance of power and how they changed their attitude when the depres- 
sion period began to set in and when the laborers began anxiously to 
seek for work. An analysis is also given of the various injunction 
proceedings and the decisions unfavorable to labor which have been 
made in recent years by the courts. Although not stated directly, 
the implication seems to be that the courts not only follow the election 
returns, as Mr. Dooley once remarked, but that they follow the course 
of the business cycle as well. One omission which the reviewer 
notices is that there is no discussion of the relative efficiency of labor 
during the various phases of the cycle. Quantitative records of pro- 
duction per man per hour during different years have been collected 
for a few firms but we need more data to determine the varying will to 
work of the laborer. 

Professor Lanfear is to be congratulated on adding another to the 
growing body of studies which emphasize the new relativity of eco- 
nomic policies, a relativity based not upon the economic stages which 
Roscher, Knies, and Schmoller stressed, but upon the fluctuation of 
production, prices, wages, and employment within the business cycle. 

Paut H. Douctas 

UNIveRsITy oF CHICAGO 
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The Bureau of Immigration: Its History, Activities, and Organiza- 
tion. By DARRELL HEVENOR SMITH and H. Guy HERRING. 
Institute for Government Research, Service Monographs of 
the United States Government, No. 30. Baltimore: Johns 
Hopkins Press, 1924. Pp. xii+247. $1.50. 

The Deportations Delirium of Nineteen-Twenty: A Personal Nar- 
rative of an Historic Official Experience. By Lovuts F. Post, 
Assistant Secretary of Labor of the United States from 1913 to 
1921. Chicago: Charles H. Kerr & Co., 1923. Pp. xiv+338. 
$1.50. 

No student of immigration problems who examines the first of 
these volumes can afford to neglect the second. The monograph by Mr. 
Smith and Mr. Herring is one of a series dealing with the organization 
and operations of different bureaus of the federal government. In this 
study of the Bureau of Immigration the plan of the other volumes in 
the series has been followed, giving the history of the bureau, an ac- 
count of its organization, activities, and its expenditures and appropri- 
ations. The monograph is descriptive and informational rather than 
critical, and some of the information seems to be unnecessarily detailed. 
It is not particularly important, for example, to know whether the act 
of 1895 provided for a messenger and assistant messenger or not. 
Neither does it seem important to know the salaries of the janitor, 
messenger, and pilot engineer in the Porto Rico service, nor the salary 
of the one clerk and one charwoman employed in Tia Juana, California. 
Moreover, if salaries of minor employees are to be published, these 
might be summarized in paragraph form instead of being set forth 
in a spacious tabular statement. 

Ex-Secretary Post, on the other hand, has prepared a most illumi- 
nating account of certain aspects of the administration of the federal 
immigration laws. In spite of the rather sensational title which he has 
chosen for his book, Mr. Post writes with lawyer-like logic and preci- 
sion. On the basis of his experience as one of the highest administrative 
officials of the two Wilson administrations, he furnished unimpeachable 
testimony concerning the unlawful practices that have been used in 
administering the immigration laws. It has been well said that “the 
life of a law is in its enforcement,” and Mr. Post’s account of thegigan- 
tic and cruel hoax known as the “Red Crusade” throws much new light 
on the laws which are outlined in the Service Monograph. Students of 
administrative law will find much that is interesting in Mr. Post’s book. 


University oF CHICAGO EpitH ABBOTT 
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Early Economic Thought. Edited by A. E. Monroe. Cam- 
bridge: Harvard University Press, 1924. Pp. viii+4o0. 
$3.50. 

Students of the history of economic thought will welcome Professor 
Monroe’s volume of selections as an aid to that process of sampling 
to which he must trust to give him an understanding of the economic 
thinking of past centuries. The volume presents, in English, extracts 
from Aristotle, Xenophon, Aquinas, Oresme, Molinaeus, Bodin, Serra, 
Mun, Petty, von Hornick, Cantillon, Galiani, Hume, Quesnay, 
Turgot, and von Justi. Many of the translations are the editor’s 
own, though in some cases he has made use of existing English ver- 
sions; and he has succeeded admirably in preserving the atmosphere 
of the original. 

Since no two students of these writers would pick out quite the same 
samples, one wonders whether the usefulness of the work would not 
have been increased by the inclusion of complete tables of contents of 
those books from which chapters are selected. The editor contents 
himself with putting in the actual numbers of chapters from which 
extracts are taken, and does not always do this much, for the extracts 
from Cantillon’s essay are numbered from i to viii, whereas the chap- 
ters from which they are taken are ix, x, xi, and xiii, of Part I, and ii, 
vi, vii, and ix of Part II, Part III being wholly unrepresented. Some 
indication of the scope of the matter omitted would make the reader 
less dependent upon the editor’s choice and should encourage him to 
further sampling. One must admit that there are real difficulties in 
the way of furnishing such a supplementary guide, especially in the 
case of an essay like Cantillon’s, where the headings of the omitted 
chapters tell so little about their subject-matter. Still, the system 
employed in the Ashley “Economic Classics” would be very useful 
here. 

Be that as it may, Professor Monroe has rendered a service which 
should benefit the harassed American graduate student. Where an 
inadequate historical background is such a besetting weakness, a book 
such as Monroe’s should help to fill in many weak spots, and might 
even perceptibly raise the average. 

J. M. Crark 


UNIVERSITY oF CHICAGO 








